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Financial Services Businesses

I millions, except per share amounts

As of or for the year ended December 31, 2001 2000
OPERATING RESULTSW
Revenues $§ 19,625 $§ 17,885
Benefits and expenses 18,362 16,164
Adjusted operating income

before income taxes $ _1263 $ _1.721
ADJUSTED OPERATING INCOME
U.S. Consumer Division $ 310§ 740
Employee Benefits Division 183 387
International Division® 523 322
Asset Management Division 219 276
Corporate and Other 28 (4)
Total Financial Services Businesses $ 1263 § 1,721
PER SHARE OF COMMON STOCK"“
Equivalent share basis - diluted®™:

Adjusted operating income $ 1.31  $ 1.91

Net income $ 52008 53
Book value® § 3215
Consolidated Information
In millions
As of or for the year ended December 31, 2001 2000
OPERATING RESULTS
Total revenues $ 27,177 § 26,504
Income (loss) after income taxes:

Continuing operations $ (170) $ 321

Discontinued operations $ 16 3 77
Net income (loss):

Financial Services Businesses $ 302§ 311

Closed Block Business (456) 87

Consolidated net income (loss) $ (154) $ 398
FINANCIAL POSITION
Invested assets § 165,834 § 148,515
Total assets § 293,030 $272,753
Attributed equity®:

Financial Services Businesses $ 19,646

Closed Block Business 807

Total equity $ 20,453
Assets under management (in billions) $ 388 % 371
Assets under management

& administration (in billions) $ 590 $ 593

® Adjusted operating income
is a non-GAAP measure
which excludes net realized
investment gains, losses and

related charges; sales practices

costs; demutualization costs
and expenses; and results of
divested and discontinued
businesses. Revenues and
benefits and expenses
presented as components

of adjusted operating
income are on the same
basis and exclude these items
as well. See Management’s
Discussion and Analysis of
Financial Condition and
Results of Operations for
further discussion of adjusted
operating income.

® Results of our International
Division include the results
of Gibraltar Life from
April 2, 2001, the date of
its reorganization, through
November 30, 2001.

©7Per share of Common Stock

information reflects results and

book value attributable to the
Financial Services Businesses.

®For purposes of equivalent
share basis earnings per
share, shares of Common
Stock issued were assumed
to be outstanding for
periods presented, and
earnings were not adjusted
for demutualization or related
transactions, including
establishment of the Financial
Services Businesses and
Closed Block Business.

® The Financial Services
Businesses and Closed
Block Business were
established in connection with
demutualization. As a result,
book value per share and
attributed equity for periods
prior to demutualization are
not presented. Book value
per share excludes the effect
of net unrealized investment

gains and losses (SFAS No. 115).
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Managing wealth today is a
two-sided challenge. There's
growing it. And there’s
protecting it. One company
is uniquely suited to help our
clients do both successfully.
Prudential Financial. With
more than 125 years of
experience in insurance and
asset management, we
deliver the solutions and
advice individuals and
institutions need now.
We're committed to helping
our clients take a more
comprehensive approach

to wealth management—
growing and protecting
wealth—t0 achieve financial
security and peace of mind.
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Making an
impression
Prudential’s neon
sign greets more
than 360 million
visitors a year in
New York City’s
Times Square.




Message from the Chairman

Our IPO was truly historic—the largest ever in the insurance industry. And it
was the culmination of a lot of years of hard work.

To the more than 4 million shareholders of Prudential Financial, I welcome
you. And to the 60,000 employees who worked to get us here, I thank you.

Now the real challenge begins. We're ready.

Drawing on our heritage as an insurance company and an asset manager, we've
clearly defined our market position as a company that helps clients around the
world both grow and protect their wealth.

We've introduced strict disciplines around the use of capital and human
resources, exiting businesses that do not support our mission and acquiring
valuable new businesses that do. And our management process is driven by
consistent adherence to measurable, objective results.

We’re improving existing business models and developing new ones to meet the
demands of our retail customer base of 11 million households.

Prudential Financial now begins its public life well-capitalized, strategically
focused and well-positioned to create value for customers and shareholders. That
boils down to two fundamental objectives: growing our businesses and raising
our return on equity to market standards.

Transtorming the business to create domestic growth.
In the U.S., we believe the keys to growth are threefold:
* raising the quality and value of our products and services;
* expanding our distribution capabilities; and
* increasing productivity.
With these priorities in mind, we’re in the process of an important transformation.
We’ve changed the way we build our portfolio of insurance and investment
products. Since 2000, we've applied a unique, research-driven strategy we call
“advised choice,” which makes selective use of outside asset managers to
provide investment advice for our products. Additionally, we’ve consolidated
our self-managed equity products under the highly regarded Jennison
Associates, to bring a stronger growth orientation to our product mix. The
result of these changes is a range of products—managed both internally and by
others—that meets the marketplace demand for greater choice and objectivity.
We’ve changed the way we deliver investment research and advisory
services, focusing on the needs of investors rather than on issuers. We limited
our investment banking activities to co-managed roles, simplified our stock
rating system, and encouraged greater clarity from our research analysts.
We’ve changed the way we distribute our products, making greater use of
third-party distributors than ever before. Of course, our own domestic sales
force—more than 9,000 strong—continues to be the backbone of our franchise.
And in recent years, we’ve made steady gains in agent productivity through
higher production standards, selective recruiting and improved training. We
believe the changes we’ve made in the infrastructure and organization of our
field force give us a solid, more cost-effective platform on which to grow.

The blueprint for growth overseas.
Prudential Financial has an exciting international growth story, which started
in Japan and has extended to other markets in Asia and around the world. We
first entered the Japanese market in 1988, and today we’re one of the country’s
fastest growing life insurers.

One key to our success is our “needs-based” business model, which raised the
standard for life insurance selling in Japan, and thus contributed to higher
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At 9:54 a.m. on
December 13,
2001, the
letters PRU
rolled across
the NYSE
ticker for the
very first time,
and Prudential
Financial
officially
entered a

new era as a
publicly owned
company.
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“Prudential Financial
now begins
its public life
well-capitalized,
strategically
focused and
well-positioned to
create value for
customers and
shareholders.”
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productivity, policy persistency and customer satisfaction. During the past
decade, we’ve transferred skills learned in Japan to build successful businesses in
Korea and Taiwan, as well as start-up businesses in Europe and Latin America.

Not all of our overseas growth has been organic. Through the years, we've
made selected acquisitions that have enhanced our overseas presence and
reached beyond the affluent market. A recent example is our April 2001 acqui-
sition of Kyoei Life Insurance, now called Gibraltar Life.

Gibraltar was the 11th-largest insurance company in Japan at the time we
purchased it. It has given us instant access to the middle-market consumer and
added more than 6,000 agents, 500 offices and nearly § million in-force policies.
And it has made an immediate positive impact on our bottom line.

Altogether, our international life insurance sales have produced an annual
growth rate of 28 percent over the past three years, not including Gibraltar Life.
In 2001, with Gibraltar’s contribution, they generated nearly $700 million of
new annualized premium. To put that in perspective, those new premium
numbers would rank among the top five sellers of life insurance in the U.S,

With our overseas life insurance business anchored by our well-established
presence in Japan and Korea, we’ve expanded our asset management, advisory
and private client businesses in key international markets. After several years of
investment, we’re now beginning to see benefits in markets such as Japan,
Korea, Taiwan and Mexico.

Raising return on equity to market standards.

In our recent history as a mutual company, Prudential’s balance sheet has been
strong, but our return on equity has lagged public company standards. We’ve
already taken steps to address our cost structure, reducing operating expenses
by $170 million in 2001. And our business strategy is focused on using our
strengths to bring our return on equity to market standards over the next few
vears. We believe our success in attaining this goal will translate directly into
increased shareholder value.

Diversified earnings can mitigate risk. Our adjusted operating income in
2001 came from a mix of financial services businesses and geographic areas.
Twenty-five percent of 2001 adjusted operating income came from our U.S.
consumer businesses, 17 percent from asset management businesses, 15 percent
from employee benefits businesses, and 41 percent from international businesses.

International business growth trends are positive. Our international
insurance business has delivered strong earnings growth over a number of years
and contributes an increasing percentage of our adjusted operating income.

Our domestic life insurance business has made the infrastructure changes
we believe are necessary to produce increases in earnings. We have restruc-
tured our sales force, improved service and expanded our third-party distribution.
Agent productivity and policy persistency have been rising since 1996.

We are transforming our U.S. securities business to belp reduce earn-
ings volatility. Our goal is to increase recurring revenue, as opposed to
transaction revenue which is largely dependent on retail stock market trading
volume. This year, 35 percent of total non-interest revenue was derived from
recurring revenue sources, such as wrap-fee programs and managed money
accounts. That’s up from about 30 percent in 2000.




Specific earnings targets by business create accountability for results.
Over the past several years, we’ve given our management team clear ROE
targets for each of our businesses.

Institutional relationships can provide opportunities for leverage. More
than 24,000 institutions rely on Prudential Financial for high-quality employee
benefits. Through worksite marketing, we have an excellent opportunity to
create new individual customer relationships and deepen existing ones.

Redeployment of capital gives us flexibility. After demutualization we held
over $2 billion in cash at the parent company which may be used to accelerate
growth of existing businesses, buy back stock, or make acquisitions. Our
selection among these alternatives will be driven by our commitment to building
shareholder value through ROE growth. In addition, we believe that we have
other underutilized capital that will be aggressively managed to enhance our ROE.

Acquisitions will be part of our strategy but will continue to be
pursued with discipline. In evaluating candidates, our number one priority
will be return on equity. Our acquisition of Kyoei Life in 2001 is an example
of a transaction that has enhanced our ROE.

Raising our return on equity is, of course, also dependent on many factors
beyond our control. Chief among them is performance of the financial
markets. Qur plans assume that market conditions will be consistent with their
long-term historical norms, although our goal is to build our businesses
to sustain profitability even in uncertain times.

Fundamental reasons for confidence.
Prudential Financial is ready to meet the demands of public ownership.

Our mission is clear: to help clients around the world both grow and protect
their wealth. ‘

Our domestic business is in the midst of an important transformation, focusing
on serving the right clients, with the right products and services, and at the right cost.

Our international businesses have expanded rapidly, and we will continue
to look abroad for sources of future growth.

Our target for raising our return on equity is challenging, but we believe it
is appropriate for Prudential, and our resolve for meeting it is strong.

Having a globally recognized brand is a great source of strength.

And, our history is an important reminder of what Prudential Financial can
achieve. Our company has stood strong for more than 125 years. Through it all,
we’ve been challenged, and we’ve adapted. We will continue to grow and
change. But one thing remains constant: We are, and will always be, Rock Solid.

_—
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Arthur F. Ryan

Chairman & Chief Executive Officer
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asset manager
worldwide
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Qur company was founded
with a mission 10 help
people. More than a
century later, that spirit is
strong in the employees of
Prudential Financial—more
than 60,000 men and
women who not only work
hard in their jobs, put work
hard in their communities.
Year after yean they
contribute their time and
energy 0 worthy causes.
And in a year that tested
the strength of America,
our employees once

again demonstrated the
fundamenta\ strength

of The Rock?®

Volunteers

Voluntees
grown
1o im
and ¢

Making a difference
Employee volunteers gather in New York City's East River Park. 10/6/01

Employees, frie
pitched inona

nds and families
habital restoration.




A civic responsibility

At Prudential Financial, we believe we have a responsibility to be good
neighbors in our community. To help improve the lives of those
around us, we make generous financial contributions to worthy causes,
we mobilize our own employees to become volunteers, and we foster
the volunteer spirit among young people through a prestigious,
nationwide recognition program.

Volunteerism is all in a day’s work

In its first year, more than 5,000 Prudential employees and friends
took part in Prudential Global Volunteer Day. Only six years later,
Global Volunteer Day has grown to become one of the largest
corporate-sponsored volunteer programs in the world.

On October 6, 2001, in cities from Washington, D.C., to Tokyo,
Japan, nearly half of all Prudential employees donated an unprecedented
300,000 hours to 849 organized community projects in 17 countries
around the world. Their mission: to reach out and help build, maintain
and beautify the communities we serve through volunteerism.

Also in 2001, The Prudential Foundation made a special donation
of $20 per volunteer hour, up to $1,000 per project, to assist families
affected by the tragic events of September 11.

Good corporate citizenship is good business

Since our founding in 1875, the people of Prudential have been committed
to making a difference through both volunteer work and corporate
donations. For the past quarter-century, this work has been carried on
through The Prudential Foundation, which is dedicated to supporting
those social service areas that improve and enhance quality of life.

The Prudential Foundation provides grants to not-for-profit
organizations, coordinates local volunteer initiatives by Prudential
associates, and develops projects that revitalize communities around the
country. In the past year, the Foundation has contributed more than
$16 million and over 133,000 man-hours to projects across the nation.

Our business is, at heart, a people business. And giving back to the
communities where we live and work helps to ensure that we stay
connected with the people who are at the heart of our corporate mission.

Recognizing what makes ordinary kids do extraordinary things
Heroism exists all around us, in small and sometimes quiet ways that
can be overlooked, but which are no less important than those acts
which make the headlines.

Today’s young people are awakening to the needs of their communities
and are working hard to improve the quality of life for those around
them. To reward and encourage this sense of social responsibility,
Prudential created the Spirit of Community Initiative. The initiative
seeks to create role models through recognition, teach young people
how to contribute to their community, and promote greater public
awareness to the issue of community service.

In partnership with the National Association of Secondary School
Principals, Prudential each year honors young people in grades 35
through 12 who exemplify community service. Continuing education,
information and leadership training are also provided through this
important student outreach.

Selected honors, 2001

“Exemptary Employer for
Older Workers”— AARP

“Top 10 Best Companies
for Working Mothers”
— Working Mother magazine

“Among the top 100
companies that provide
the most opportunities
for Hispanics”

— Hispanic magazine

“Among the top 15 empioy
ers who have demonstrated
their commitment to people
with disabilities”

— CAREERS & the diSABLED ragazine

Creating a stronger workforce
The productivity boom of the
past decade has raised the bar
for performance in corporate
America. At Prudential Financial,
we're responding by establish-
ing a progressive, performance-
based culture.

In 2001, we instituted a new
market-driven compensation
plan—combining salary growth,
incentive awards and stock
options—based on extensive
benchmarking of our leading
competitors’ practices. We
are committed to creating

an environment that fosters
professional excellence and
innovation.

A critical part of that commit-
ment is to reflect diversity in
our business strategy and

our workforce. Applying best
practices in human resources
and employee benefits,

we're recruiting, developing
and retaining highly skilled
employees with diverse back-
grounds and perspectives. And
this translates into creative
approaches to work and innov-
ative solutions to business
needs in the marketplace.
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Fifteen million individual
customers. One in 10
American households. In the
U.S., Prudential Financial is
literally a household name.
Serving our retail clients

is the challenge of our U.S.
Consumer business, which
consists of four primary
areas of business: life
insurance, wealth management
services, investment products
and property and casualty
insurance. Our goal is to
provide personalized advice,
high-quality products and
exceptional service

to help clients grow and
protect their wealth.

I
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Personal touch
For more than a
century, Americans
have relied on
Prudential for
sound financial
advice.




The insurance brand name that’s stood strong for generations

“What does the name Prudential mean to you?” You can ask just about
anyone in America, and the answer is almost always the same: The
Rock® The Rock is an American icon, built through more than a
century of promises kept. It conveys a powerful image of strength and
stability. This tremendous brand strength is one reason why so many
Americans rely on Prudential to help them protect the things that
matter most.

Nine million Americans now vely on Prudential Financial for
insurance to secure their families, businesses, bomes, cars and other
high-value assets. This number is a tremendous source of pride to us
at Prudential—and a great motivation to accomplish even more.

But reputation is only one stepping stone to market leadership. The
key to winning is to offer the range of choices, product flexibility and
objective advice that today’s customers need. This is our commitment
to customers: Strive to deliver the strongest protection product lineup
in the industry with more choice and flexibility.

An annuity lineup designed to provide superior investment management
More and more investors are looking to annuities to help grow and
protect their wealth over the long term. It’s easy to see why.

Annuities offer attractive features like tax-deferred growth potential,
death benefit options, flexible contribution and distribution rules, and
reliable streams of retirement income.

Investors who choose Prudential Financial for annuities will find an
exciting array of options, highlighted by our newest offering from
Pruco Life Insurance Company, the Strategic Partners™ Variable
Annuity line.

Strategic Partners features three choices—our flagship Annuity One,
plus the new Select and Advisor products—ali based on our proprietary,
research-driven approach to money management. Prudential Financial
employs a rigorous evaluation process to select and monitor money
managers for the investment portfolios within each Strategic Partners
variable annuity product. For our clients, this means access to a
broader pool of talented and specialized money managers—and
competitive performance potential.

#1 market share

With nearly $15 billion in variable life assets

and 20 percent market share, Prudential has
the largest U.S. variable life business based
on assets, according to Tillinghast-Towers Perrin.

opticnshomtodayis

In today’s ultra-
competitive domestic
life insurance market,
product quality is key.
With the introduction

of five new or enhanced
products from Pruco
Life Insurance Company,
we've strengthened

our core life portfolio
to meet the needs

of mass affluent
consumers.

Competitive pricing

and upgrades to two
term life policies—Term
Essential® and Term
Elites"—demonstrate
our commitment to
meeting customers’
short-term protection
needs.

For long-term protection
and cash value
accumulation, we
introduced two new
universat life products—
PruLife Universal
Protector™ and PrulLife
Universal Pluss¥—
which offer attractive
features like guaranteed
minimum interest and
flexible premiums.

At the heart of the
portfolio is PruLife
Custom Premier,™ a
new flagship variable
life insurance product.
Built with extraordinary
flexibility, it’s an ideal
solution for both
protection and
accumulation needs.

Prudential Financiat 2001 Annual Report



Volatile markets underscore the value of full-service brokerage

From irrational exuberance to illogical fear, stock markets of the past
decade have given investors a wild ride—and given rise to a new
American pastime. Today’s investors have an enormous appetite for
business news and stock market analysis.

What investors are seeking most is guidance, which serves to
emphasize the value of, and the need for, what a full-service brokerage
can provide. At Prudential Financial, we’ve built a business that’s
uniquely suited to the needs of our more than 3.6 million affluent
customers (based on income or investable assets).

Prudential Financial helps clients sift through the “noise” in the
marketplace, with personalized advice from more than 5,000 financial
advisors. That advice is backed by the work of an objective research
team that includes award-winning analysts and covers more than 40
industries, a total of more than 500 stocks and closed-end funds, and
includes some of the most well-respected and oft-quoted analysts on
Wall Street.

Prudential Financial, a recognized innovator, offers powerful financial
solutions and technology that give clients the freedom to work with us
the way they want to—from fee-based accounts to online trading and
full-time portfolio management.

We believe our commitment to service, choice and performance
sets our securities brokerage apart from competitors on Wall Street.

Wealth management: No longer just for the super-rich

The bull market of the 1990s gave rise to a classic dilemma: The more
money you earn, the harder it is to manage. Prudential Financial offers
a sensible solution for our affluent clients—managed money accounts.

With managed money accounts, clients team up with a full-time
portfolio manager who matches their investment style and meets
Prudential’s rigorous criteria. Portfolio managers handle day-to-day
investment decisions based on client input.

Prudential Financial offers a range of managed money accounts
that can be customized to suit an investor’s individual needs.
Each program offers clear benefits: access to leading investment
professionals, disciplined investing, detailed performance monitoring
and proprietary research.

Making a statement

Prudential’s straight-
talking stock analysts
garnered attention from
top publications and
earned eight ‘Best on
the Street’ honors from
The Wall Street Journal.

10 Grawing and Protecting Your Weaith

A simple idea
with a powerful
impact for investors

Two thousand and one
was the year Prudential
Securities turned the
traditional Wali Street
model on its end, shifting
to an organization that's
focused less on issuers
and more on serving the
growth and protection
needs of investors.

Step one: Significantly
scale down our invest-
ment banking unit to
avoid conflicts of interest
between stock issuers
and investors.

Step two: Differentiate
the firm on the basis
of unbiased, investor-
friendly research.

To that end, Prudential
Securities encouraged
analysts to make gutsy
calls and became the
first major Wall Street
firm to adopt a simple,
three-point rating system
— buy, sell and hold.

Our investor-focused
strategy was heralded

as “refreshing” and
“forthright” by venerable
publications such as The
Wall Street Journal and
Fortune magazine.




The pulse of the market
The Prudential Financial
trading floor in New York
City's financial district.
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Septamber 4

The market turmoil and the shock

of September 11 left many investors
flat-footed and unprepared. Prudential
Financial went quickly into action,
re-establishing our brokerage's New York-
based information systems—including
stock-trading and Web applications—
within 48 hours of the attacks. Claims-
paying functions for our property and
casualty, life insurance and annuity
businesses remained uninterrupted.




Rock Solid® Protection
Term Life Insurance
Variable Life Insurance
Universal Life Insurance
Whole Life Insurance

Disability Income
Insurance

Liability Insurance

Auto Insurance
Homeowners Insurance
Long Term Care Insurance
Watercraft Insurance
Annuities

Financial Planning

Estate Protection

12 Growing and Protecting Your Wealth
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Long term care emerges as an important wealth protection tool

With the “baby boom” generation passing 50, the need for individual long
term care insurance is growing fast. More than half of these individuals
will need some form of long term care after age 65. A year in a nursing
home averages more than $50,000.

Prudential Financial—a leader in asset protection for more than
125 years—is pioneering solutions designed for both individual and
institutional clients. Prudential’s long term care insurance pays for
expenses that Medicare and traditional health insurance don’t cover.
So, clients who need extended care won’t have to put a lifetime of
savings at risk.

Long term care is a relatively new issue for most people. At
Prudential Financial, we’re helping to create a greater understanding.
Clients can talk to a Prudential Financial professional to help assess
their need for long term care insurance, and plan accordingly. They
can also find a wealth of information on the Web at the Prudential
Long Term Care Learning Center.

Prudential Financiat 2001 Annual Repart 13
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Fee-based investment
products are a fast-
growing trend, and
increasing fee-based
assets under manage-
ment is an important
part of our growth
strategy. Prudential
Financial is among
the largest providers
of such fee-based
investment programs,
with $49 billion

in assets under
management.
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Casting a wider net for the right products and providers

Distribution has always been one of Prudential’s great strengths. With
more than 20,000 financial professionals in the U.S., Europe, Asia and
Latin America, we can reach literally millions of clients face to face.

Today, a vital part of our asset-gathering strategy is to expand our
distribution platform across multiple points of access—Prudential’s
sales force, independent retail brokers, wholesalers and employee
retirement plans.

In 2001, more third-party brokers, agents and other intermediaries sold
Prudential products than ever before. Many were independent financial
advisors, who represent the most rapidly growing distribution channel for
Prudential investment products. Altogether, more than 40,000 people
who are not part of Prudential can now offer Prudendal products.

To ensure that clients are not only getting a Prudential product, but
the right product for their needs, we provide our distributors with
technology-based tools for planning and advice.

Reaching out Third-party advisors like Pacific Life make up
a growing part of Prudential’s distribution network.




A client-centered approach to delivering retail investment products
Leading financial services firms have freely embraced the concept of
“open architecture”: offering both proprietary and non-proprietary
products. Prudential Financial has evolved this concept a step further
with a strategy we call Advised Choice.

Advised Choice is a research-intensive screening process that
helps to ensure clients are offered appropriate products, whether
managed by Prudential or another leading investment manager. To
select these investment managers, a 20-person research team at
Prudential Financial follows a stringent “due diligence” process that
closely evaluates not only a manager’s investment performance, but
also its risk profile, depth of management team, and organizational
resources and stability. Managers who stray from our established
criteria are notified of perceived deficiencies, placed on a “watch
list,” or replaced.

Strategic Partners Mutual Funds

Asset Allocation Funds

Strategic Partners Conservative Growth Fund
Strategic Partners Moderate Growth Fund
Strategic Partners High Growth Fund

Opportunity Funds

Strategic Partners Focused Growth Fund
Strategic Partners Focused Value Fund
Strategic Partners New Era Growth Fund

Style-Specific Funds

Strategic Partners Large Cap Growth Fund
Strategic Partners Large Cap Value Fund
Strategic Partners Small Cap Growth Fund
Strategic Partners Small Cap Value Fund
Strategic Partners International Equity Fund
Strategic Partners Total Return Bond Fund

Strategic Partners Funds: a model of Advised Choice

Prudential Financial is working with other elite asset managers to
create an innovative group of mutual funds called Strategic Partners
Funds. Each Strategic Partners Fund is managed by different and
complementary asset managers, which are chosen by Prudental
research analysts through a rigorous proprietary process. By the end of
2001, the Strategic Partners program included 12 funds, covering a
wide range of management styles and investment objectives.

Asset managers in the
Strategic Parthers program

JENNISON

mlv) s )

INVESTMENT MANAGEMENT

Salomon Brothers
Asset Management

E OQAK ASSOCIATES, lid.

| EARNESTPARTNERS _|

i

CJ LAZARD

PIMCO

SAWGRASS

Asset Management, LLC

“
"'JPMorgan Fleming

Asset Management

@ Davis

FRANKLIN. TEMPLETON.
INVESTMENTS

CREDIT | ASSET
SUISSE | MANAGEMENT

AllianceCapital A

HOTCHKIS AND WILEY
CAPITAL MANAGEMENT
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Financial strength. Global
reach. Experience. Product
breadth. They're the
ingredients of Prudential’s
highly regarded asset
management operation.
From Main Street to Wall
Street, individuals and
institutions entrust us with
$388 billion in assets,
making Prudential Financial
one of the largest asset
managers in the world.




More than a century of managing assets

Prudential Financial entered the asset management business more than
a century ago, when we funded our general account with our first
collected life insurance premium. Today, our asset management division
invests $299 billion for institutional and retail clients, as well as our
general account.

More than 600 institutions—including some of the world’s largest
companies, governments, and pension funds—have chosen Prudential
Financial to manage their assets, capitalizing on our experience and
strong market positions. We’re one of the largest fixed income managers
in the U.S. We’re among the world’s largest global real estate managers,
with institutional clients across the U.S., Europe, Asia and Latin
America. We're a leading provider of commercial real estate financing
and among the top ten servicers of commercial mortgages. And for
more than 60 years, we've been a major provider of private financing
to Institutions; many mid-sized companies we financed decades ago
are now household names.

The strength of Jennison Associates

Today at Prudential Financial, we’re applying our renowned institutional
asset management skills to create stronger retail products and services. In
May of 2000, we consolidated all active equity management under
our investment subsidiary Jennison Associates. Jennison is a major
institutional equity manager with more than 30 years of experience in
growth stock management and is now among the 20 largest equity
managers in the U.S.

In addition to managing the equity portfolios of many blue-chip
institutional clients, the 47 investment professionals at Jennison
Associates also manage a broad range of active equity and balanced
mutual funds and managed accounts using growth, value and blend
investment styles.

\Portfolio management-

p@,\f\esswnals hold a tglggqnfereggpg styategy ses

A broad range of mutual fund choices

Investors who choose Prudential Financial will find a diverse array of
Prudential-managed mutual funds covering a wide range of asset
classes and investment styles—stock, bond and money market, growth
and value, domestic and international, and sector funds—each
designed to help them meet their investment objectives. We’re proud
that so many investors have chosen Prudential mutual funds, entrusting
us with more than $57 billion in retail murtuval fund assets.

Our Mutual Fund Family
offers growth and protection

Large Capitalization Stock Funds
Prudential 20/20 Focus Fund
Prudential Equity Fund, Inc.
Prudential Jennison Growth Fund
Prudential Stock Index Fund
Prudential Tax-Managed Equity Fund
Prudential Value Fund

Smail/Mid-Capitalization Stock Funds
Prudential Jennison Equity

Opportunity Fund

Prudential Small Company Fund, Inc.
Prudential TaxManaged Small-Cap Fund, Inc.
Prudential U.S. Emerging Growth Fund, inc.
Nicholas-Applegate Growth Equity Fund

Sector Stock Funds

Prudential Financial Services Fund
Prudential Health Sciences Fund
Prudential Natural Resources Fund, Inc.
Prudential Real Estate Securities Fund
Prudential Technology Fund

Prudentia!l Utility Fund

Money Market Funds
Prudential MoneyMart Assets, Inc.
Prudential Tax-Free Money Fund, Inc.
Prudential Government Securities Trust/
+ Money Market Series
- U.S. Treasury Money Market Series
COMMAND Money Fund
COMMAND Tax-Free Fund
COMMAND Government Fund
Prudential Institutional Liquidity Portfolio,
Inc./Institutional Money Market Series
Cash Accumulation Trust/
- Liquid Assets Fund
+ National Money Market Fund
Special Money Market Fund, Inc.

Balanced Funds
Prudential Active Balanced Fund

Domestic Bond Funds

Prudential Government Income Fund, Inc.
Prudential High Yield Fund, Inc.

Prudential Short-Term Corporate

Bond Fund, Inc./Income Portfolio
Prudential Total Return Bond Fund, Inc.
Prudential High Yield Total Retum Fund, Inc.

Tax-Free Bond Funds
Prudential Municipal Bond Fund/
- High Income Series
+ Insured Series
Prudential National Municipals
Fund, Inc.

State-Specific Tax-Free Funds
Prudential California Municipal Fund/
- California Income Series
« California Series
Prudential Municipal Series Fund/
+ Florida Series
+ New Jersey Series
- New York Series
+ Pennsylvania Series

Global/International Bond Funds
Prudential Global Total Return Fund, Inc.

Global/International Stock Funds
Prudential Europe Growth Fund, Inc.
Prudential Global Growth Fund
Prudential International Value Fund
Prudential Jennison International
Growth Fund

Prudential Pacific Growth Fund, Inc.
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When it comes to employee
benefits, corporate America
puts its trust in Prudentiat
Financial. More than 24,000
institutional clients, including
83 of the Fortune 100,

have come to The Rock®

to choose from our wide
range of employee benefits—
from group life insurance

to pension fund manage-
ment—to help them recruit,
retain, insure and enrich
their workforce.

Protection at work
Workers at Ispat Inland
Inc. are among the
employees who rely on
Prudential for groéjp life

. 2 &
insurance coverage.

On the
move
Prudential
Relocation
Services is
a leading
choice
among
employers.




Leader in group insurance

When group insurance is the cornerstone of your benefits package,
you need to be sure your provider is the right one. For many of today’s
top companies, the choice is easy: Prudential Financial.

Employers find what they need—and more—in Prudential
Financial’s breadth of protection products, including life insurance,
disability income and long term care insurance. Prudential Financial
also helps fund executive benefit plans with corporate- and trust-
owned life insurance products.

Benefits managers take comfort in knowing that Prudential
Financial has years of experience in designing, setting up and admin-
istering group insurance plans, from the simple to the complex. And
we’re using the power of the Web to make their programs easier to
administer. We’re establishing online capabilities that range from
program enrollment to reporting tools to claim submission.

More options. Easier administration. Leading-edge technology. It’s
no wonder Prudential Financial had one of the best client retention
records in the industry in 2001, with strong persistency for our group
life insurance business.

A vision for the future of employee benefits

It’s called “the war for talent.” Thousands of American companies
competing to recruit and retain the best and brightest employees.
For many companies, the competitive edge comes in the form
of employee benefits.

But with a workforce that’s more diverse, more technologically
savvy, and more focused on personal growth than ever before, the
tried and true models of employee benefits are no longer enough. At
Prudential Financial, we’re pioneering an array of cost-effective
programs and services that deliver more growth and protection
options and provide more of what today’s employees are looking for.

Like access. Prudential’s leading-edge technology gives employees
access to our services over the phone, face to face, on the Web or
through the Palm™ VI handheld computer.

Employees today also demand more choice, particularly when it
comes to investing for retirement. Prudential’s retirement plans
deliver, with investment choices from highly regarded asset managers
covering a broad spectrum of styles and objectives.

And where traditional benefits stop, Prudential Financial is just
getting started. Our comprehensive voluntary benefits program,
Prudential WorkingSolutions,™ provides access to a range of growth
and protection solutions, from auto coverage to real estate services to
home equity loans, all in one place: the workplace.

Making connections online
At Prudential Financial, we do business with more than 12 million
employee benefit plan participants. By using Web-based technology, we’re
bringing our products and services right to their computer desktops.
Account information, planning tools, customer service and a wide range
of proprietary and non-proprietary products are just a click away.

Our goal is to make it easier for clients to manage their financial lives,
and also to broaden our relationships with customers by exposing them
to a wider array of products and services.

Prudential is #2 in
group life market share

— $2 Billion

— $1 Billion

‘99 00 01

Group life insurance
€ross premiums.

m withimarkets
Prudential Financial
executives for group life
insurance and relocation
services meet with Randy
MacDonald, IBM’'s Senior
Vice President of Human
Resources.

& Prudential

Real Estate

Signs of opportunity
The Prudential Real Estate
Network, which includes
more than 1,500 franchise
offices and 43,000 sales
associates, is one of

the largest real estate
networks in North America.
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Already an American icon,
Prudential Financial has
grown into a global
institution. Drawing on our
vast experience in U.S.
markets, we're bringing

our brand of insurance,
securities and investment
solutions to affluent

ctients in Europe, Asia and
Latin America. The markets
are different, but our mission
is the same: to help clients
grow and protect their wealth.

Personal service, advice

and guidance outside the U.S.
An advisor in Taiwan
discusses investment

options with a client.

Financial advisors in Buenos
Aires conduct a portfolio
review for a client.




Winning ways H
Prudential's internafional insurance-
spearheaded by Prddentiai of Japan,
its extraordinary regord of success.

A growing name
in life insurance abroad
Prudential’s growth story in
international insurance markets
is one of our proudest achieve-
ments. The story began in
1988, with the launch of our
first overseas life insurance
operation in Japan. Today,
Prudential of Japan is one of
the country’s fastest-growing
" life insurance companies, and
it serves as a model for our
units in Argentina, Brazil, Italy,
Poland, the Philippines, South
Korea and Taiwan.

In overseas markets, which
are often underserved, Prudential
has distinguished itself through
an innovative, needs-based
selling model. Using well-
educated and highly trained
career agents called Life
Planners, we serve affluent
clients based on a thorough
analysis of their financial needs.
This approach has enabled us to
achieve some of the highest
ratings for customer satisfaction
in the markets we serve, as well
as high rates of productivity and

policy persistency.
LT In April of 2001, we buoyed

MENERINE L. . .
lr-l"l-mmmjﬂz'_ our position in Japan w1th
ppemums | __ $600 Million the acquisition of Kyoei
Life Insurance Co. Ltd., now
— $500 Million called Gibraltar Life Insurance

Company, Ltd., which was the
11th-largest insurer in Japan in
terms of assets. Gibraltar adds
distribution scale and more
— $200 Million middle-market focus to our
Japanese operations.

— $400 Million

— $300 Million

— $100 Million
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Bringing American-style choice
to investors overseas

The mutual fund is widely credited
as an American export. But while
it may have been perfected in the
U.S., the idea of pooling money
for the purpose of investing was
actually born in Europe. And
today, mutual funds and similar
investments are extremely popular
in countries around the world.

Worldwide, Prudential helps
thousands of investors grow their
wealth through mutual fund-style
products. As in the U.S., we offer
clients an array of proprietary and
non-proprietary choices.

In Europe, Asia and Latin
America, investors seeking to
capitalize on Prudential’s global
asset management expertise can
access a wide range of Prudential-
managed funds.

Complementing our actively
managed funds is one of today’s
largest index fund families
overseas, which enables clients to
diversify among many markets,
asset classes and currencies
throughout the world.

And Prudential also brings
clients a wide range of products
from third-party asset managers,
each carefully selected through
rigorous research and evaluation.

To help our clients choose a
portfolio of funds that meets their
needs, Prudential offers a variety of
advisory services, from asset alloca-
tion programs to private banking.

Gathering assets around the world

- Consolidation through mega-mergers and acquisitions has

made scale a critical factor in the investment industry. More
and more, investors demand the security and resources that
only a global financial services firm can provide.

Prudential Financial is already a global powerhouse, relied
upon by institutions and individual investors around the world
for our securities brokerage, financial advisory and asset
management services.

With-recent investments in several asset management .
businesses, we further increased our global presence b
and gathered new assets in Asia and North America.

We expect overseas expansion to be an important part

of our overall growth story.
U
/ ' |
< -

Enterprise—now Prumerica Financial—establishes a firm
foothold in Taiwan’s very attractive, fast-growing investment
trust market. Prumerica Financial offers a family of 13
equity funds and three bond funds.

o A computer-generated
2 X~ rendering of the

TEDDINE OuF
marksis in Kerea

Prudential solidified J ?g;‘v‘ifnl};ad’e'?”anc'a'
its already-strong s construction in Japan.

presence in Korea b
with our investment
in the CJ Investment
Trust & Securities
Company (CJITS), the
parent company and
majority owner of
Korea's 6th-largest
investment trust
manager. CJITS helps
Prudential capitalize
on the promising
growth potential of
Korea's investment ;’
trust market. ‘

L if___ﬁ
@rowhag miue) fund Fmariet shere in Tehven )
Acquired in 2000, MasterLink Securities Investment Trust Q
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Prudential’'s Rock logo—
already an American
icon—is becoming a
familiar symbol of
financial strength

in Europe, Asia and

. Latin America. |

SUBEERS SRy

In 2001, Prudential
Apolo, which was
acquired in 2000,
reached a major
milestone with

5 billion pesos —
or US$ 535 million
—in assets under
management.

Strengthening our brand message

Ninety-two percent of affluent
consumers in the United States know
the Prudential name, according to the
2001 Fortune/Roper Corporate
Reputation Index. This extraordinary
awareness, which took more than a
century to deveiop, provides a strong
foundation for brand building into the
next century.

In 2001 we introduced a new

corporate identity, Prudential Financial,

keeping our most prized asset,
the Rock symbol. This new identity

reflects our evolution from an insurance

company to a financial services
company ideally suited to meet both
investment and protection needs. To
reinforce this brand message, we also
introduced our new tagline, “Growing
and Protecting Your Wealth.”

In countries where we previously used
the name Prumerica, we introduced a
new global brand, Prumerica Financial.

Prumerica
%/ Financial

Crowing and Protecting Your Wealth™
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Executive Officers
Arthur F. Ryan

Chairman, Chief Executive
Officer and President

Vivian Banta
Executive Vice President

Michele S. Darling
Executive Vice President

Robert C. Golden
Executive Vice President

Mark B. Grier
Executive Vice President

Jean D. Hamilton
Executive Vice President

Rodger A. Lawson
Executive Vice President

Kiyofumi Sakaguchi®
Executive Vice President

John R. Strangfeld, Jr.
Executive Vice President

Richard J. Carbone
Senior Vice President and
Chief Financial Officer

John M. Liftin
Senior Vice President and
General Counsel

*deceased
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Board of Directors

Franklin E. Agnew
Business Consultant

Frederic K. Becker
President

Wilentz Goldman & Spitzer,
RC.

Gilbert F. Casellas
Former Chairman

U.S. Equal Employment
Opportunity Commission

James G. Cullen
Retired President and COO
Bell Atlantic Corporation

Carolyne K. Davis
Independent Health Care
Consultant

Allan D. Gilmour
Retired Vice Chairman
Ford Motor Company

William H. Gray I
President and CEO
The College Fund/UNCF

Jon F. Hanson
Chairman

Hampshire Management
Company

Glen H. Hiner
Chairman and CEO
Owens Corning

Constance J. Horner
Guest Scholar
The Brookings Institution

Gaynor N. Kelley
Retired Chairman and CEO
The Perkin-Elmer Corporation

Burton G. Malkiel
Professor of Economics
Princeton University

Arthur E Ryan
Chairman of the Board,
CEO and President
Prudential Financial, Inc.

Ida E.S. Schmertz
Chairman

Volkhov International
Business [ncubator

Charles R, Sitter
Retired President
Exxon Corporation

Donald L. Staheli
Retired Chairman and CEO
Continental Grain

Richard M. Thomson
Retired Chairman and CEO
The Toronto-Dominion Bank

James A. Unruh
Founding Principal
Alerion Capital Group, LLC

P Roy Vagelos, M.D.
Retired Chairman and CEO
Merck & Company, Inc.

Stanley C. Van Ness

Partner

Herbert, Van Ness, Cayci &
Goodell

Paul A. Volcker
Consultant
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All facts and figures as of December 31, 2001, unless
otherwise noted.

“Prudential Financial,” “The Rock,” Prudential @ Financial
and Prudential WorkingSolutions are registered service marks
of The Prudential Insurance Company of America.

PruLife Universal Protector™ is issued by Pruco Life Insurance
Company. Term Essential®, Term Elite™, PruLife Universal Plus®™
and PruLife Custom Premier®™ are issued by Pruco Life Insurance
Company in all states except New Jersey and New York, where
they are issued by Pruco Life Insurance Company of New Jersey.

Strategic Partners variable annuities are issued by Pruco Life
Insurance Company (in New York, issued by Pruco Life Insurance
Company of New Jersey).

Auto, homeowners and watercraft insurance coverage written by
Prudential Property and Casualty Insurance Company, Prudential
General Insurance Company or Prudential Commercial Insurance
Company, and in New Jersey by The Prudential Property and
Casualty Insurance Company of New Jersey, The Prudential
General Insurance Company of New Jersey or The Prudential
Commercial Insurance Company of New Jersey, 23 Main Street,
Holmdel, NJ 07733. Coverage available in most states.

Group insurance coverages are underwritten and group annuities
are issued by The Prudential Insurance Company of America,
751 Broad Street, Newark, NJ 07102,

Prudential Long Term Care™ is underwritten by The Prudential
Insurance Company of America under policy numbers
GRP98176-78 and Contract Series 83500. Policies contain
exclusions, limitations, eligibility requirements and specific terms
and provisions under which the insurance coverage may be continued
in force or discontinued. Coverage may not be available in all states.

Prudential Real Estate brokerage services are offered by the franchisees
of The Prudential Real Estate Affiliates, Inc. Most franchisees are
independently owned and operated. Equal Housing Opportunity.

Securities products and services are distributed by Prudential
Investment Management Services LLC, Three Gateway Center,
14th Floor, Newark, NJ 07102, Prudential Securities,

199 Water Street, New York, NY 10292, and Pruco Securities
Corporation, 751 Broad Street, Newark, NJ 07102.

Best on the Street Analysts Survey is conducted by Thompson
Financial/First Call Corp. The Best on the Street analysts were
selected from a universe of more than 4,000 analysts at some 220
firms, on the basis of stock recommendations and earnings forecasts
made in 2000. Reported in The Wall Street Journal on 6/26/01.

The DALBAR Communications Seal is a mark of excellence and is
only awarded to communications in financial services that excel in
meeting the needs of consumers. Prudential Financial was given the
DALBAR Communications Seal for prudential.com in 2001.
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“Prudential Financial” refers to Prudential Financial, Inc., the ultimate holding company for all of our
companies. “Prudential Insurance” refers.to The Prudential Insurance Company of America, before and after its
demutualtzatlon on December 18, 2001 (the “date of demutuahzatzon ). “Prudential,” the “Company,” “we” and

“our” refer to our consolidated operations before and after demutualization. The “Plan of Reorganization”
refers to Prudéntial Insurance’s Plan of Reorganization, dated as of December 15, 2000 and as amended from
time fto time thereafter relating to Prudential Irisurance’s demutualization. Effective on the date of
demutualization, the consolidated financial statements of Prudential Insurance for financial statement periods as
of and ended prior to the demutualization became the historical Consolidated Financial Statements of Prudential
Financial. The Consolidated Financial Statements have been prepared in accordance with accounting principles
generally accepted in the United States of Amenca ( “GAAP”)

Fmancnal Servnces Busmesses and Closed Block Busmess ‘

Effective with-the date of demutuahzatmn we estabhshed the Frnanmal Services Businesses and the Closed Block
Business. The Financial Services Businesses refer to the businesses.in our four operating divisions and our
Corporate and Other operations. The U.S. Consumer division consists of our Individual Life Insurance, Private
Client Group, Retail Investments and Property and Casualty Insurance segments. The Employee Benefits division
consists of ,our Group Insurance and Other Employee Benefits- segments. The International division consists of our
International Insurance and International Securities and Investments segments. The Asset Management division
consists of our Investment Management and Advisory Services and Other Asset Management segments. See Note
14 to the Consolidated Financial Statements for a discussion of certain matters that could affect the Financial
Services Businesses. The Common Stock reflects the performance of the Financial Services Businesses, but there
can be no assurance that the market value of the Common Stock will reflect solely the financial performance of
these businesses. The Class B Stock, which was issued in a private placement on the date of demutualization,
reflects the financial performance of the Closed Block Business, as defined in Note 20 to the Consolidated Financial
Statements.

We allocate all of our assets, liabilities and earnings between the Financial Services Businesses and Closed Block
Business as if they were separate legal entities, but there is no legal separation between these two businesses.
Holders of both the Common Stock and Class B Stock are common stockholders of Prudential Financial and, as
such, are subject to all the risks associated with an investment in Prudential Financial and all of its businesses. The
Common Stock and the Class B Stock will be entitled to dividends, if and when declared by Prudential Financial’s
Board of Directors from funds legally available to pay them, as if the businesses were separate legal entities. See
Note 13 to the Consolidated Financial Statements for a discussion of liquidation rights of the Common Stock and
Class B Stock, dividend restrictions on the Common Stock if we do not pay dividends on the Class B Stock when
there are funds legally available to pay them and conversion rights of the Class B Stock.
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Prudential Financial, Inc.

Selected Financial Data

We derived the selected consolidated income statement data and division and segment operating results for the years
ended December 31, 2001, 2000 and 1999 and the selected consolidated balance sheet data as of December 31, 2001
and 2000 from our Consolidated Financial Statements included elsewhere herein. We derived the selected
consolidated income statement data for the years ended December 31, 1998 and 1997 and the selected consolidated
balance sheet data as of December 31, 1999, 1998 and 1997 from consolidated financial statements not included
herein.

In April 2001, we completed the acquisition of Gibraltar Life Insurance Company, Ltd. (“Gibraitar Life™), which
has adopted a November 30 fiscal year end. Consolidated balance sheet data as of December 31, 2001 includes
Gibraltar Life assets and liabilities as of November 30, 2001, and consolidated income statement data includes
Gibraltar Life results for the period April 2, 2001 through November 30 2001. Statistics reported for Glbraltar Life
are based on these dates as well.

We have made several dispositions that materially affect the comparability of the data presented below. In the fourth
quarter of 2000, we restructured the capital markets activities of Prudential Securities Incorporated (“Prudentiai
Securities”), exiting its lead-managed equity underwriting for corporate issuers and institutional fixed income
businesses. These businesses incurred a pre-tax loss of $159 million in 2001, a pre-tax loss of $620 million in 2000,
pre-tax income of $23 million in 1999, a pre-tax loss of $73 million in 1998 and pre-tax income of $55 million in
1997. The loss from these operations in 2000 included charges of $476 million associated with our termination and
wind-down of these businesses. In 2000, we sold Gibraltar Casualty Company, a commercial property and casualty
insurer that we placed in wind-down status in 1985. Gibraltar Casualty had no impact on results in 2001 and
incurred pre-tax losses of $7 million in 2000, $72 million in 1999, $76 million in 1998 and $24 million in 1997.
Residual activity from the residential first mortgage banking business that we sold in a prior period resulted in a pre-
tax loss of $41 million in 1998 and a pre-tax profit of $9 million in 1997 primarily related to our remaining
obligations with respect to this business.

On December 18, 2001, Prudential Insurance converted from a mutual life insurance company owned by its
policyholders to a stock life insurance company and became an indirect, wholly owned subsidiary of Prudential
Financial. For a discussion of these transactions, see ‘“Management’s Discussion and Analysis of Financial
Condition and Results of Operations—Demutualization and Related Transactions” included herein.
“Demutualization costs and expenses” amounted to $588 million in 2001, $143 million in 2000, $75 million in 1999
and $24 million in 1998. “Demutualization costs. and expenses™in 2001 include $340 million of demutualization
consideration payable to former Canadian branch policyholders as more fully descnbed in Note 2 to the
Consolidated Financial Statements included herein. :

You should read this selected consolidated financial and-other information in conjunction with “Management’s

Discussion and Analysis of Financial Condition and Results' of Operations” and our Consolidated Financial
Statements included elsewhere herein.
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Prudential Financial, Inc.

Selected Financial Data—GAAP

Income Statement Data:
Revenues:
Premilms . ... e e e
Policy charges and fee income
Net iNVEStMENtINCOME . ..o\ v ittt et ettt e ettt ee et et et
Realized investment gains (losses), net
Commissions and other income

- Total revenues

Benefits and expenses:
Policyholders’ benefits ......... ... i e
Interest credited to policyholders’ account balances
Dividends to policyholders . ......... ... i i
General and administrative expenses
Capital markets restructuring .. .............ouiureieaneeriiiinnenen...
Sales practices remedies and COStS . ... ... .
Demutualization costs and expenses

Total benefits and expenses

Income (loss) from continuing operations before income taxes

Income tax expense (benefit)

Income (loss) from continuing operations

Discontinued operations:
Loss from healthcare operations, net of taxes
Gain (loss) on disposal of healthcare operations, net of taxes

Net gain (loss) from discontinued operations, net of taxes
Net income (loss)

Basic and diluted earnings per share—Common Stock(1)
Basic and diluted earnings per share—Class B Stock(1)

Division and Segment Data:

Income (loss) from continuing operations before income taxes(2):
Individual Life Insurance
Private Client Group
Retail Investments

Group Insurance
Other Employee Benefits

Total Employee Benefits

International Insurance
International Securities and Investments

Total International

Investment Management and Advisory Services
Other Asset Management

Total Asset Management
Corporate and Other
Total—Financial Services Businesses

Closed Block Business
Total

Balance Sheet Data:
Total investments excluding policy loans
Separate account assets
Total ASSEtS . . o i
Future policy benefits, policyholders’ account balances and unpaid clalms and claim
adjustment expenses
Separate account liabilities
Short-term debt
Long-term debt
Total Habilities ... .. ... i
S{t;a;anteed minority interest in Trust holding solely debentures of Parent
1015 S
Equitilf excluding net unrealized investment gains and losses on available-for-sale
securities

D

As of or for the Year Ended December 31,

2001 2000 1999 1998 1997
(in millions)
$ 12,477 $ 10,181 $ 9528 $ 9,048 § 9,043
1,803 1,639 1,516 1,465 1,423
9,151 9,497 9,367 9,454 9,458
(705) (288) 924 2,641 2,168
4451 5,475 5,233 4416 4,381
27,177 26,504 26,568 27,024 26,473
12,752 10,640 10,226 9,786 9,956
1,804 1,751 1,811 1,953 2,170
2,722 2,724 2,571 2,477 2,422
9,538 10,04% 9,530 9,037 8,525
— 47 — — —_
— — 100 1,150 2,030
588 143 75 24 —
27,404 25,777 24,313 24,427 25,103
(227) 727 2,255 2,597 1,370
7 406 1,042 970 407
(170) 321 1,213 1,627 963
— — — (298) (353)
16 77 (400) (223) —
16 77 (400) (521) (353)
$ (154 % 3083 813§ 1,106 $ 610
$ 007
$ 150
$ 228 $ 108 $ 94 3 196
(239) 237 224 114
130 233 180 343
91 166 161 327
210 744 659 980
2) 156 143 221
27 113 342 715
25 269 485 936
554 281 227 153
(88) 26 15 13
466 307 242 166
97 155 156 145
114 122 97 22
211 277 253 167
(520)  (1,063) 272 (1,319)
392 534 1,911 930
©619) 193 344 1,667
$ @213 727 $ 2255 $ 2,597
$157,264 $140,469 $151,338 $148,837 $146,594
77,158 82,217 82,131 80,931 73,451
293,030 272,753 285,094 279422 259,571
133,732 104,130 102,887 104,301 105,615
77,158 82,217 82,131 80,931 73,451
5,405 11,131 10,858 10,082 6,774
5,304 2,502 5,513 4,734 4,273
271,887 252,145 265,803 259,027 239,853
690 _ — — —
20,453 20,608 19,291 20,395 19,718
19,225 20,249 19,951 19,123 17,966

Earnings per share data reflects earnings for the period from December 18, 2001, the date of demutualization, through December 31, 2001 only.

Net income during this period was $38 million and $3 million for the Financial Services Businesses and Closed Block Business, respectlvely

@
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Adjusted Operating Income

In managing our business, we analyze our operating performance by separately considering our Financial Services
Businesses and our Closed Block Business. In addition, within the Financial Services Businesses we analyze our
operating performance using a non-GAAP measure we call “adjusted operating income.” Prior to the date of
demutualization, we also analyzed results of our Traditional Participating Products segment based on this non-
GAAP measure. We calculate adjusted operating income by adjusting our income from continuing operations before
income taxes shown above to exclude certain items. The items we exclude are:

* realized investment gains, net of losses and related charges;
* sales practices remedies and costs;

+ the gains, losses and contribution to income/loss of divested businesses that we have sold but that do not qualify
for “discontinued operations” accounting treatment under GAAP; and

» demutualization costs and expenses.

Wind-down businesses that we have not divested remain in adjusted operating income. We exclude our discontinued
healthcare operations from income from continuing operations before income taxes, as shown above.

The excluded items are important to an understanding of our overall results of operations. You should not view
adjusted operating income as a substitute for net income determined in accordance with GAAP and you should note
that our definition of adjusted operating income may differ from that used by other companies. However, we believe
that the presentation of adjusted operating income as we measure it for management purposes enhances the
understanding of our results of operations by highlighting the results from ongoing operations and the underlying
profitability factors of our business. We exclude realized investment gains, net of losses and related charges, from
adjusted operating income because the timing of transactions resulting in recognition of gains or losses is largely at
our discretion and the amount of these gains or losses is heavily influenced by and fluctuates in part according to the
availability of market opportunities. Including the fluctuating effects of these transactions could distort trends in the
underlying profitability of our businesses. We exclude sales practices remedies and costs because they relate to a
substantial and identifiable non-recurring event. We exclude the gains and losses and contribution to income/loss of
divested businesses because, as a result of our decision to dispose of these businesses, these results are not relevant
to the profitability of our ongoing operations and could distort the trends associated with our ongoing businesses.
We also exclude demutualization costs and expenses because they are directly related to our demutualization and
could distort the trends associated with our business operations.

We show our revenues and adjusted operating income by division and segment, as well as a reconciliation of both
measures on a consolidated basis to their corresponding GAAP amounts, below.
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Sefected Financial Data—Adjusted Operating Income

* Year Ended December 31,
- 2001 2000 1999
(in millions)

Division and Segment Operating Results:

Financial Services Businesses:

Revenues(1}): - .

Individual Life Insurance ........... e P, e $ 1919 $ 1,828 $ 1,703
Private CHent GIOUP . . ..ottt e e e e e e e 2,216 2,767 2,562
Retail TiVESMIENIS L L. o e e e e e e 1,458 1,631 1,551
Property and Casualty INSUTANCE . ... ... ottt e et e 2,051 1,800 1,747
Total U8, COMSUIMET . . .\ttt et ettt e ettt e e e e 7,644 8,026 7,563
Group IMSUFANCE . ... ..ottt it e e et e e e e e 3,248 2,801 2,428
Other Employee Benefits ... ... i 2,664 2,885 3,014
Total Employee Benefits ...... .. ... ... i 5,912 5,686 5,442
International INSUTANCE . ... . ..ottt e et e e e e e 4,146 1,920 1,522
International Securities and INVESIMENLS . ... ... ot i e e 548 704 580
Total International ..................... e e e 4,694 2,624 2,102
Investment Management and Advisory SEIVICES ... .. ... i e 835 874 768
Other AsSet Management .. ... .. uiu ettt e 437 470 373
Total Asset Management .. .. ... . e 1,272 1,344 1,141
Corporateand Other ..................... e e P 103 205 509
Total oot S R 19,625 17,885 16,757

Other amounts included in consolidated revenues: ’ '

Realized investment gains (losses), net .................... e e (162) (379) 586
Revenues from divested businesses ............. PN e [N e (14) 269 511
Total revenues—Financial Services Businesses ........ .. s [P, N 19,449 17,775 17,854

Closed Block Business: : : :

REVEIUES (1) oottt e e e e e 8,271 8,638 8,376

Other amounts included in consolidated revenues:

Realized investment gains (IOSSES), MEL . . ...\ttt e e (543) 91 338
Total revenues—Closed Block BUSINESS . . . ...ttt ittt e e 7,728 8,729 8.714
Total consolidated FeVEMUES . . . . ..\ ottt et et e e $27.177  $26,504  $26,568
Financial Services Businesses:
Adjusted operating income (loss) (2):
Individual Life Insurance ...... ... . it P $ 273 $ 14 $ 117
Private CHent GIoup . . .. ..ottt e e PR (239) 237 224
Retail INVESIMENTS . . . ..ottt et et e e e e e e e e e 181 239 174
Property and Casualty INSUTANCE .. ... ...t i 95 150 152
Total U.S. COnSUMET . . vttt et ettt et e e et e e e e et e e e 310 740 667
GrROUP INSUTANCE .. . ..ottt tne ettt e et e ettt e et e et e e e e 70 158 128
Other Employee Benefits ......... ... . .o i R e 113 229 272
Total Employee Benefits ... ... ... ... e - 183 387 400
International INSUFANCE . ... .. o ottt e et e e e e e e e 611 296 218
International Securities and INVESIMENTS . . . ... o e e e e e (88) 26 15
Total International . ... .. .. e 523 322 - 233
Investment Management and Advisory SErviCes ........... ... . .. it 105 154 155
Other AsSet MaNagement ... ... ... . .ttt ettt e e e 114 122 97
Total Asset MaNageImMent . . ... . ...ttt ittt ettt e 219 276 252
Corporate and Other . ... ... .o e e 28 O] 137
TOtal L oo e e e e e e e 1,263 1,721 1,689

Items excluded from adjusted operating income:

Realized investment gains, net of losses and related charges: .

Realized investment gains (losses), net .. ............... ... ..., L P (162) 379 586
Related charges(3) ... . i PP [P 26 29) (142)

Total realized investment gains, net of losses and related charges .................... ... ol (136) (408) 444
Sales practices remedies and costs . ....... e e e [, — —_ (100)
DVested DUS IS SO . . . vttt it e e e e e e e e (147) (636) [CY))
Demutualization costs and XPEMSES ... ... vttt ettt e e e e e (588) (143) (75)

Income from continuing operations before income taxes—Financial Services Businesses .................... .. ... ... 392 534 1911

Closed Block Business:

Adjusted operating INCOME(2) . . .. . oottt ettt e e e 436 547 316

Items excluded from adjusted operating income:

Realized investment gains, net of losses and related charges: )
Realized investment gains (JOSSES), BT .. . . ...ttt it e e e (543) 91 338
Dividends to polHeyholders(d) ... ..o i e e (512) (445) 310)

Total realized investment gains, net of losses and related charges ............ ... .. ... ... ... ... (1,055) (354) 28

Tncome (loss) from continuing operations before income taxes—Closed Block Business .. .......... ... oo 619) 193 344

Consolidated income (loss) from continuing operations before income taxes .......... .. ... ... i -$ (227) $ 727§ 2255
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Revenues by segment exclude (i) realized investment gains, net and (ii) revenues from divested businesses. Revenues for the Closed Block
Business exclude realized investment gains, net.
Adjusted operating income equals revenues as defined above in footnote (1) less benefits and expenses excluding (i) the impact of net
realized investment gains on deferred acquisition cost amortization, reserves and dividends to policyholders; (ii) sales practices remedies
and costs; (iii) the benefits and expenses of divested businesses; and (iv) demutualization costs and expenses.
Net realized investment gains impact our reserves for future policy benefits, our deferred policy acquisition costs, and our policyholder
dividends. We refer to these impacts collectively as the “related charges.” Related charges for the Financial Services Businesses consist of
the following:
Year Ended
December 31,

2001 2000 1999

(in millions)
Reserves for future policy benefits ............ e e e $6 $(36) $(147)
Amortization of deferred policy acquisition Costs . ....... ... i e 20 7 5
TOAL & . s e e e e e e e $26 $(29) $(142)

We adjust the reserves for some of our policies when cash flows related to these policies are affected by net realized investment gains and
the related charge for reserves for future policy benefits represents that adjustment. We amortize deferred policy acquisition costs for
certain investment-type products based on estimated gross profits, which include net realized investment gains on the underlying invested
agsets, and the related charge for amortization of deferred policy acquisition costs represents the amortization related to net realized
investment gains. As part of our acquisition of Gibraltar Life, we are obligated to pay pre-acquisition Gibraltar Life policyholders a
dividend generally equal to 70% of any net realized investment gains from the collection or disposition of loans and investment real estate
in excess of the value of such assets included in the Reorganization Plan. The related charge for dividends to policyholders represents the
portion of our expense charge for policyholder dividends attributable to net realized investment gains on these assets during the period.

Net realized investment gains is one of the elements that we consider in establishing the dividend scale, and the related charge for dividends
to policyholders represents the estimated portion of our expense charge for policyholder dividends that is attributable to net realized
investment gains that we consider in determining our dividend scale. These gains are reflected in the dividend scale over a number of years.

Selected Financial Data—Other Data

As of December 31,
2001 2000 1999
(in billions)

Assets Under Management and Administration (at fair market value):
Managed by Asset Management division:

Retail customers(l) .. ...t e e e e $ 965 $107.4 $108.5
Institutional CUSTOMEIS(2) . o\ttt ittt it e e e e 89.1 95.1 96.8
General aCCOUNT . .. ... i e 113.8 110.0 107.9
TOtal PIOPIICIATY . .. . ottt e e e 299.4 3125 313.2
Managed by Retail Investments or Private Client Group segments:
Non-proprietary wrap-fee and other assets under management(3) ............... .. ..o, 49.3 50.5 44.8
International(4) ... ... .ot e 39.3 8.1 5.3
Total assets under MANAGEIMIENT .. ... ... ..ttt it e 388.0 - 371.1 363.3
Client assets under adminiStration .. ......... .ttt e e 201.6 221.8 232.9
Total assets under management and administration .............. .. uiiii it $589.6 $592.9 $596.2
(1) Consists of individual mutual funds, including investments in our mutual funds through wrap-fee products, and both variable annuities and

@)
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variable life insurance assets in our separate accounts. Fixed annuities and the fixed rate options of both variable annuities and variable life
insurance are included in general account.
Consists of third-party institutional assets and group insurance contracts.
Consists of wrap-fee assets gathered by the Private Client Group and Retail Investments segments and funds invested in the non-proprietary
options of our investment products other than wrap-fee products,
Consists primarily of general account assets supporting our International Insurance segment, assets gathered by the International Securities
and Investments segment, and wind-down Canadian operations. December 31, 2001 includes assets of $29.2 billion for Gibraltar Life, which
was acquired in April 2001.

As of December 31,

2001 2000 1999 1998 1997

Employees and Representatives:

Prudential AGents . ......... ... e 4387 6,08 7,818 8868 10,115
Life PIanners ... ... ..o 4,104 3,495 2,884 2,332 1,908
Gibraltar Life Advisors (as of November 30,2001 . ... ... .. s 6,121 — — — —_
Financial AdVISOIS .. ... ...t i et e e e 6,159 6,676 6,898 6,820 6,613
Total employees(l) ... ...t e e 60,792 56,925 59,530 61,793 60,777
(1) All periods exclude employees of our discontinued healthcare operations.
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Management’s Drscussmn and Ana|y5|s of Fmanc:|al Condltlon and Results
of Operatlons |

Demutualization and Related Transachons .

On the date of demutualization, Prudential Insurance converted from a mutual life insurance company owned by its
policyholders to a stock life insurance company and became an indirect, wholly owned subsidiary of Prudential
Financial. On that date, eligible policyholders, as defined in the Plan of Reorganization, received shares of
Prudential Financial’s Common Stock or the right to receive cash or policy credits, which are increases in policy
values or increases in other policy benefits,. upon the extinguishment of all membership interests in Prudential
Insurance. In the aggregate, eligible policyholders received 457.1 million shares of Common Stock, the right to
receive cash totaling $3,487 million, including $340 million to former Canadian branch policyholders, and policy
credits totaling $1,042 million in the demutualization. In addition, two closed blocks were established for the benefit
of certain participating individual life msurance p011c1es and annu1t1es issued by Prudentlal Insurance and its
Canadran branch

On the date of demutualization, Prudential Financial completed an initial public offering of 110.0 million shares of
its Common Stock at an initial public offering price of $27.50 per share, and on December 21, 2001, Prudential
Financial issued an additional 16.5 million shares of Common Stock as a result of the exercise of the over-allotment
option granted to underwriters in the initial public offering. Also on the date of demutualization, Prudential
Financial completed the sale, through a private placement, .of 2.0 million shares of Class B Stock, a separate class of
common stock, at a price of $87.50 per share. The Common Stock reflects the performance of the Financial Services
Businesses, and the Class.B Stock reflects the performance of the Closed Block Business. Collectively, the
Financial Services Businesses and the Closed Block Business are referred to as the “Businesses.” In addition, on the
date of demutualization, Prudential Financial issued 13.8 million 6.75% equity security units for gross proceeds of
$690 million, including as a component thereof redeemable capital securities of Prudential Financial Capital Trust I,

a statutory business trust that is consolidated in our financial statements. Furthermore, Prudential Holdings, LLC
(“PHLLC”), a wholly owned sub31d1ary of Prudential Financial that owns the capital stock of Prudential Insurance,

issued $1.75 billion in senior secured notes (the “IHC debt”), a portion of which were insured by a bond insurer.

Concurrent with the demutualization, Prudential Insurance completed a corporate reorganization whereby various
subsidiaries (and certain related assets and liabilities) of Prudential Insurance were dividended (or “destacked™) so
that they became wholly owned subsidiaries of Prudential Financial rather than of Prudential Insurance. The
subsidiaries distributed by Prudential Insurance to Prudential Financial included its property and casualty insurance
companies, its principal securitiés brokerage companies, its international insurance companies, its principal asset
management operations, its international securities and investments operations, its domestic banking operations and
its residential real estate brokerage franchise and relocation services operations. :

The Plan of Reorganrzatron requ1red us to establish and operate a mechanism known as the Closed Block. The
Closed, Block is designed generally to provide for the reasonable expectations for future policy dividends after
demutuahzatron of holders of policies included in the Closed Block by allocating assets that will be used for
payment of benefits, including policyholder dividends, on these policies. See Note 9 to the Consolidated Financial
Statements for more information on the.Closed Block.

On January 22, 2002, Prudential Financial’s Board of Directors authorized the repurchase of up to $1 billion of its
Common Stock. The timing and amount of any purchases of Common Stock under this authorization will be
determined by management based on market conditions and other considerations, and such purchases may be
effected by market or negotiated transactions, mcludmg programs adopted under Rule 10b5-1 of the Securities
Exchange Act.of 1934,

Overview - '
Financial Services Businesses and Closed Block Business

Financial Services Businesses ‘

We refer to the businesses in our four operating divisions and our Corporate and Other operations, collectrvely, as
our Financial Services Businesses. The U.S. Consumer division consists of our Individual Life Insurance, Private
Client Group, Retail Investments and Property and Casualty Insurance segments. The Employee Benefits division
consists of our Group Insurance and Other Employee Benefits segments. The International division consists of our
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International Insurance and International Securities and Investments segments. The Asset Management division
consists of our Investment Management and Advisory Services and Other Asset Management segments. We also
have Corporate and Other operations, which contain corporate items and initiatives that are not allocated to the
business segments. Corporate and Other operations also include businesses that we have divested or placed in wind-
down status (other than our divested healthcare business, which is treated as a discontinued operation). The principal
corporate items are the expense of corporate management and earnings on equity not allocated to our businesses.

We attribute financing .costs to each segment based on its use of financing and reflect financing costs. in. each
segment’s results. The net investment income. of each segment includes earnings on the amount of equity which
management believes is necessary to support the risks of that segment. S

Closed Block Business

Effective with the date of demutualization, we established the Closed Block Business. For perlods pnor to the date
of demutualization, the results of the Closed Block Business are those of our former Traditional Participating
Products segment. Upon the establishment of the Closed Block Business, we transferted $5.6 billion of net assets
previously associated with the Traditional Participating Products segment, including the majority of the net proceeds
of the Class B Stock and the IHC debt issuances, to the Financial Services Businesses. This capital was initially
allocated to our Corporate and Other operations as of the date of demutualization. As a result, adjusted operating
income of the Closed Block Business does not include returns on these net assets, which were historically included
in adjusted operating income of the Traditional Part1c1pat1ng Products segment.

In connection with the demutualization, we ceased offering domestic participating products. The’ 11ab111t1es for our
individual in force participating products were segregated, together with assets which will be used exclusively-for
the payment of benefits and policyholder dividends, expenses and taxes with respect ‘to these products, in a
regulatory mechanism referred to as the “Closed Block.” We selected the amount and type of Closed Block assets
and Closed Block liabilities included in the Closed Block so that the Closed Block assets initially had a lower book
value than the Closed Block liabilities. We expect that the Closed Block assets will generate sufficient cash flow,
together with anticipated revenues from the Closed Block policies, over the life of the Closed Block to fund
payments of all expenses, taxes and policyholder benefits to be paid to, and the reasonable dividend expectations of,
policyholders of the Closed Block policies. We also segregated for accounting purposes the assets that we need to
hold outside the Closed Block to meet capital requirements related to the policies included within the Closed Block.
No policies sold after demutualization will be added to the Closed Block and its in force business is expected to
ultimately decline as we pay policyholder benefits in full. We expect the proportion of our business represented by
the Closed Block to decline as we grow other businesses. A minor portion of our former Traditional Partlclpatmg
Products segment, which included the policies now included in the Closed Block Business prior to our
demutualization, consisted of other traditional insurance products that were not included'in the Closed Block

The Closed Block Business consists principally of the Closed Block, assets held outside the Closed Block - that
Prudential Insurance needs to hold to meet capital requirements related to the Closed Block policies, invested assets
held outside the Closed Block that represent the difference between the Closed Block assets and Closed Block
liabilities and the interest maintenance reserve, deferred policy acquisition costs related to Closed Block policies,
the principal amount of the THC debt and related hedging activities and certain other related assets and liabilities.
We allocated the net proceeds from the issuance of the Class B Stock and THC debt, except for $72 million used to
purchase a guaranteed investment contract to fund a portion of the bond insurance cost associated with that debt, to
the Financial Services Businesses. However, we expect that the IHC debt will be serviced by the net cash flows of
the Closed Block Business over time, and we report results of the Closed Block Busmess mcludmg interest
expenses associated with the THC debt.

Revenues and Expenses ‘

We eamn our revenues principally from insurance premiums; mortahty, expense, and asset management fees from
insurance and investment products; commissions and other revenues from securities brokerage transactions; and
investment of general account and other funds. We earn premiums primarily from the sale of individual life
insurance, group life and disability insurance and automobile and homeowners insurance. We earn mortality,
expense, and asset management fees from the sale and servicing of 'separate account products including variable life
insurance and variable annuities. We also earn asset management and administrative fees’ from the sale and
servicing of mutual funds, retirement products and other asset management products and services. Our operating
expenses principally consist of insurance benefits provided general business expenses, dividends to policyholders,
commissions and other-costs of selling and servicing the various products we sell and interest credlted on general
account liabilities. :
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Profitability
Our profitability depends principally -on.our ability to price and manage risk on insurance products, our ability to
attract and retain customer assets, and our ability to manage expenses. Specific drivers of our profitability include:

* our ab111ty to manufacture and drstnbute products and servrces and to introduce new products gaining market
~ acceptance on a tlmely basis;

* our. ab111ty to prrce our insurance products at a level that enables us S to earm a margm over the cost of providing
- benefits and the expense of ‘acquiring customers and administering those products;

= .our mortality and morbrdrty experlence on individual and group life insurance, annuity and group disability
- insurance products;’ : : ,

* our persistency expenence Wthh affects our ablhty to recover the cost of acquiring new business over the lives
of the contracts;

¢ our management of our exposure to catastrophlc and other losses on our property and casualty insurance products;
* our cost of administering insurance contracts and providing asset management products and services;
. ‘our retums on invested assets, net of the amounts we credit to policyholders’ accounts; '

* our, ab111ty to earn commissions and:fees from the sale and servicing of mutual funds, annuities, defined
- contribution and other investment products at a level that enables us to earn a margin over the expense of
providing such services; :

» the amount of our assets under management and changes in their fair value, which affect the amount of asset
management fees we receive; :

» our ability to generate commissions and fees from securities activities at a level that enables us to earn a margin
" over the expenses of providing such services; and ’

» our ability to generate favorable 1nvestment results through asset-liability management and strategic and tactical
‘ 'asset allocanon

In addmon factors such as regulation, competmon interest rates, taxes, foreign exchange rates, securities market
conditions and general economic conditions affect our profitability. In some of our product lines, particularly those
in the Closed Block Business, we share experience on mortality, morbidity, persistency and investment results with
our customers, which can offset.the impact of these.factors on our profitability from those products.

Hrstoncally, the pamcrpatmg products mcluded in the Closed Block have yielded lower returns on capital invested
than many of our other businesses. Following the demutualization, we expect that the proportion of the traditional
participating products. in our in force business will gradually diminish as these older policies age and we grow other
businesses. However, the relatively lower returns to us on this existing block of business will continue to affect our
consolidated results of operations for many years. Our Common Stock reflects the performance of our Financial
Services Businesses, but there can be no assurance that the market value of the Common Stock will reflect solely the
performance of these businesses. The Financial Services Businesses include the capital previously included in the
Traditional Participating Products segment in excess of the amount necessary to support the Closed Block Business.
The Financial .Services Businesses also- includes. other traditional insurance products previously included in the
Traditional Participating. Products segment but which are not included in the Closed Block. The Class B Stock
reflects the ﬁnancral performance of gur Closed Block Business.

In February 1998, we announced our mtentlon to seek legislation that would permrt our demutualization. The
publicity about our possible demutuahzatron may have contributed to improvements in our sales, our persistency
e_xperience or bothin a number of product lines since that time, although we cannot be certain of this.

Critical Accountmg Pohcnes

The preparatron of financial statements in conformrty with U. S generally accepted accounting principles (“GAAP”)
requires the application of accounting policies that often involve a significant degree of judgment. Management, on
an ongoing basis, reviews estimates and assumptions. If management determines, as a result of its consideration of
facts and circumstances, that modifications in assumptions and estimates are appropriate, results of operations and
finaricial position as reported in the Consolidated Financial Statements may change significantly.

The following sections discuss accounting policies applied in preparing our financial statements that management
believes are most dependent on the application of estimates and assumptions. :
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Valuation of Investments

The major portion of our investments are recorded at fair value in the statements of financial position. Fair values
are based on quoted market prices or estimates from independent pricing services, when available. However, when
such information is not available, for exampie, with respect to private. placement fixed maturity securities, fair value
is estimated, typically by using a discounted cash flow model, which considers current market credit spreads for
publicly traded issues with similar terms by companies of comparable credit quahty Consequently, changes in
estimated future cash flows or in our assessment of the issuer’s credit quality will result in changes in carrying
value. For fixed maturities and’ equity securities classified as available for sale, the impact of such changes is
recorded in “Accumulated other comprehensive income (loss),” a separate component of equity. However, the
carrying value of these securities is written down to estimated fair value when a decline in value is considered to be
other than temporary, and we record the corresponding impairment loss in “Realized investment galns (losses), net”

in the statements of operations. The factors we consider to determine if an impairment loss is warranted are
discussed more fully in Note 2 to the Consolidated Financial Statements. The level of impairment losses can be
expected to increase when economic conditions worsen and decrease when economic conditions improve.

“Commercial loans” are carried at unpaid principal balances, net of unamortized discounts and an allowance for
losses. This allowance includes a loan specific portion as well as a portfolio reserve for incurred but not specifically
identified losses. The loan specific portion is based on management’s judgment as to ultimate collectibility of loan
principal. The  portfolio reserve is based on a number of factors, such as historical experience and portfolio
diversification. Similar to impairment losses discussed above, the allowance for losses can be expected to increase
when economic conditions worsen and decrease when economic conditions improve.

Policyholder Liahilities and Deferred Policy Acquisition Costs

The liability for:“Future policy benefits™ is.the largest liability included in our statements of financial position, This
liability is primarily comprised of the present value of estimated future payments-to holders of life insurance and
annuity products where the timing and .amount of payment depends on policyholder mortality, surrender or
retirement experience. For traditional participating life insurance products of our Closed Block Business, the
mortality and interest rate assumptions we apply are those used to calculate the policies’ guaranteed cash surrender
values. For life insurance and annuity products of our Financial Services Businesses, expected mortality is generally
based on the Company’s historical experience or standard industry tables. Interest rate- assumptions are based on
factors such as market conditions and expected investment returns. Although mortality and interest rate assumptions
are “locked-in” upon the issuance’of new insurance or annuity business with fixed and:guaranteed terms; significant
changes in expenence or assurnpttons may require us to provide for expected future losses on a product by
establishing premium deﬁc1ency réserves. For example, in 2000 we restructured the portfolio that supports the
structured settlement products within’ our Other Employee Benefits ‘segment to reduce the emphasis on equ1ty
investments, which in turn lowered our expected future mvestment returns. As a result we recorded a charge to
establish a premium deﬁmency reserve for these products. -

Our ]1ab111ty for “Unpaid clarms and claim adjustment expenses " includes estimates of claims that we believe have
been incurred, but have not yet been reported (“IBNRY) as of the balance sheet date, primarily attributable to our
Property and Casualty Insurance segment and the group disability products within our Group Insurance segment.
These estimates, and estimates of the amounts of loss we will ultimately incur on reported claims, which are based
in part on our historical experience, are regularly adjusted to reflect actual claims experience. *When actual
experience differs from our previous estimate, the resulting difference will be included in our.reported results for the
period of the change in estimate. On an ongoing basis, trends in actual expenence are a significant factor in the
determination of claim reserve levels. In recent years, “actual claims expenence with respect to our automobile
insurance business within our Property and - Casualty Insurance 'segment has’ been more favorable than the
assumptrons we used in originally establishing the teserves for these claims, which resulted in a benefit to adJusted
operating income for these years due to reserve releases, although we do not anticipate a comparable benefit in
2002. Actual claims experience can also be less favorable than that assumed in establishing reserves, which can
require a charge to earnings to increase reserves.. For example, we recorded a charge in 1999 with respect to our
discontinued healthcare business, increasing the loss we had initially recorded in 1998 in connection with the sale of
the busmess as a result of adverse claims expenence subsequent to our 1n1t1a1 est1mate of the required reserves.

For most life insurance and annurty products that we sell we defer costs that vary ‘with and are related pnmanly to
the production of new business to the extent these costs are deemed recoverable from future profits, and we record
these costs as an asset krown.as “Deferred policy acquisition costs™ or “DAC” in the statements -of financial
position. We amortize this DAC asset over the expected lives of the contracts, based on the level and timing of
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either estimated profits or premiums, depending on the type of contract. For products with amortization based on
future .premiums, the amortization rate is locked-in when the product is sold. However, for products with
amortization based on estimated profits, the amortization rate is periodically updated to reflect current period
experience or changes-in assumptions that affect future profitability, such as lapse rates, investment returns,
mortality experience, expense margins and surrender charges. These changes result in adjustments to DAC balances
in the period that we change our assumptions as well as changes in prospective DAC amortization. For example,
adverse market conditions in 2001 resulted in declines in the market values of assets supporting our variable life
insurance and annuity products, which in turn resulted in lower expectations regarding our estimated future gross
profits from fee-based income. As a result, we recorded a higher level of DAC amortization in 2001 for these
products. DAC is also subject to periodic recoverability testing.

Reserves For Contingencies ‘

A contingency is an existing condition that involves a degree of uncertainty that will ultimately be resolved upon the
occurrence of future events. Under GAAP, reserves for contingencies are required to be established when the future
event is probable and its impact can be reasonably estimated. An example is the establishment of a reserve for losses
in connection with an unresolved legal matter. The initial reserve reflects management’s best estimate of the
probable cost of ultimate resolution of the matter and is revised accordingly as facts and circumstances change and,
ultimately, when the matter is brought to closure. Another example is the actual execution of a definitive
management commitment to exit or restructure a business. When management formally commits to such an action,
reserves are established based on the estimated cost of executing the action. These would typically include
severance and employee benefit costs, facilities closure costs, and certain other direct incremental costs. For
example, we established such reserves in connection with our disposition of our former healthcare business (see
Note 3 to the Consolidated Financial Statements) and the restructuring of the capital markets business of Prudential
Securities (see Note 4 to the Consolidated Financial Statements). The initial establishment of these reserves
reflected management’s best estimate of the ultimate costs. Our results for subsequent periods reflected changes in
these estimates to the extent that the actual costs of carrying out the plans were different from our original estimates.

Other Significant Estimates

In addition to the items discussed above, the application of GAAP requires management to make other estimates and
assumptions. For example, accounting for pension and other postretirement and postemployment benefits requires
estimates of future returns on plan assets, expected increases in compensation levels and trends in health care costs.
These are discussed in Note 16 to the Consolidated Financial Statements. Another example is the recognition of
deferred tax assets, which depends on management’s assumption that future earnings will be sufficient to realize the
deferred benefit. This is discussed in Note 17 to the Consolidated Financial Statements.

Consolidated Results of Operations

In managing our business, we analyze our operating performance by separately considering our Financial Services
Businesses and our Closed Block Business. In addition, within the Financial Services Businesses, we analyze our
operating performance using a non-GAAP measure we call “adjusted operating income.” Prior to the date of
demutualization, we also analyzed results of our Traditional Participating Products segment based on this non-
GAAP measure. We calculate adjusted operating income by adjusting our income from continuing operations before
income taxes to exclude certain items. The items excluded are: . '

* realized investment gains, net of losses and related charges;
+ sales practices remedies and costs;

« the gains, losses and contribution to income/loss of divested businesses that we have sold but that do not qualify
for “discontinued operations” accounting treatment under GAAP; and

» demutualization costs and expenses.

Wind-down businesses that we have not divested remain in adjusted operating income. We exclude our discontinued
healthcare operations from income from continuing operations before income taxes.

The excluded items are important to an understanding of our overall results of operations. You should not view
adjusted operating income as a substitute for net income determined in accordance with GAAP, and you should note
that our definition of adjusted operating income may differ from that used by other companies. However, we believe
that the presentation of adjusted operating income as we measure it for management purposes enhances the
understanding of our results of operations by highlighting the results from ongoing operations and the underlying
profitability of our businesses. We exclude realized investment gains, net of losses and related charges, from
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adjusted operating income, because the timing of transactions resulting in recognition of gains or losses is largely at
our discretion and the amount of these gains or losses is heavily influenced by and fluctuates in part according to the
availability of market opportunities. Including the fluctuating effects of these transactions could distort trends in the
underlying profitability of our businesses. We exclude sales practices remedies and costs because they relate to a
substantial and identifiable non-recurring event. We exclude the gains and losses and contribution to income/loss of
divested businesses because, as a result of our decision to dispose of these businesses, these results are not relevant
to the profitability of our ongoing operations and could distort the trends associated with our ongoing operations.
We also exclude demutualization costs and expenses because they are directly related to our demutualization and
could distort the trends associated with our business operations. ‘

In the discussion below of our consolidated results of operations, we separately discuss income from continuing
operations before income taxes and adjusted operating income for the Financial Services Businesses, as well as the
divisions thereof and Corporate and Other operations, and the Closed Block Business. We also discuss the items
excluded from adjusted operating income, i.e., realized investment gains, sales practicés remedies and Costs,
demutualization costs and expenses and divested businesses, as well as items not included in income from
continuing operations before taxes, i.e., taxes and discontinued operations. Realized investment gains and losses are
allocated between the Financial Services Businesses and the Closed Block Business. Sales practices remedies and
costs and divested businesses are allocated entirely to the Financial Services Businesses. For purposes of analyzing
our results, taxes and discontinued operations are not allocated to our segments or divisions. Following this
consolidated discussion, you will find a detailed discussion of our results of operations by d1v1510n and by the
segments of each division, as well as the Closed Block Business.

Net Income A : : ‘
2001 to 2000 Annual Comparison. On a consolidated basis net income ‘decreased $552 million from income of
$398 million in 2000 to a loss of $154 million in 2001. The decrease reflects a $954 million decrease in income
from continuing operations before income taxes, partially offset by a $463 million decrease in the related provision
for income taxes as discussed below under ‘“—Taxes.” Our $154 million net loss in 2001 included a net loss of $506
million for the fourth quarter of 2001. The $506 million net loss reflects a loss from continuing operations before
income taxes of $609 million, including net realized investment losses of $435 million, demutualization costs and
expenses of $389 million, and adjusted operating income of $320 million. :

The $954 million decrease in income from continuing operations before income taxes resulted from a $142 million
decrease from the Financial Services Businesses and a $812 million decrease from the Closed Block Business. The
$142 million decrease from the Financial Services Businesses came primarily from a $534 million decline from our
U.S. Consumer division, a $244 million decline from our Employee Benefits division, and an $66 million decline
from our Asset Management division, partially offset by an increase of $159 million from our International division
and a $543 million reduction in losses from Corporate and Other operations.

The $534 million decline from our U.S. Consumer division, the $244 million decline from our Employee Benefits
division and the $66 million decline from our Asset Management division came primarily from decreases in
adjusted operating income. The $159 million increase from our International division came from an increase in
adjusted operating income. Results for our International division include the results of Gibraltar Life, which we
acquired in April 2001, from April 2, 2001 through November 30, 2001. The $543 million reduction in losses from
Corporate and Other operations came primarily from a $467 million increase in realized investment gains, net of
losses, and a $489 million decrease in losses from divested businesses which were partially offset by a $445 million
increase in demutualization costs and expenses and a $32 million improvement in adjusted operating income.

Net income on an equivalent share basis assumes that shares issued in the demutualization and the initial public
offering were outstanding for all periods and does not reflect adjustments to earnings for demutualization or related
transactions. Net income per equivalent share of Common Stock, which reflects the performance of the Financial
Services Businesses, decreased to 52 cents per equivalent Common Share for the year ended December 31, 2001,
from 53 cents per equivalent Common Share for the year ended December 31, 2000. Also on an equivalent share
basis, net income per equivalent share ‘of the Class B Stock, which reflects the performance of the Closed Block
Business, decreased to a loss .of $228.00 per equivalent share of Class B Stock for the year ended December 31,
2001, from income of $43.50 per equivalent share of Class B Stock for the year ended December 31, 2000. The
decrease in net income per equivalent share of the Common Stock and Class B Stock from 2000 to 2001 reflects the
decline in net income of the Financial Services Businesses and Closed Block Business as discussed above.
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See “—Adjusted Operating Income” below for a discussion of the adjusted operating income results of our
divisions, Corporate and Other operations and our Closed Block Business. .

See “—Realized Investment Gains” below for a discussion of realized investment gains, net of losses, and charges
related to net realized investment gains.

Terrorist Attacks on the United States

Our losses from insurance claims arising in connection with the September 11 2001 terrorist attacks, after release of
existing reserves and reinsurance recoveries, had a negative effect on adJusted operatmg income and income from
continuing operations before income taxes of approximately $37 million, and on net income of approximately $23
million, for 2001. These insurance losses are based on gross losses of approximately $172 million from group life,
individual life, and property and casualty insurance claims. Approximately $27 million of the negative impact on
adjusted operating income and.income from continuing operations before income taxes related to the Financial
Services Businesses, primarily in the Individual L1fe Insurance segment. The remainder of the losses related to the
Closed Block Business.

We suffered no material injury to our personnel or properties used in our business operations from the attacks.

2000 to 1999 Annual Comparison. Net income decreased $415 million, or 51%, from $813 million in 1999 to
$398 million in 2000. This decrease reflects a $1.528 billion decrease in income from continuing operations before
income taxes, partially offset by a $636 million decrease in the related provision for income taxes as discussed
below under “—Taxes.” Additionally, net income for 2000 included $77 million of income resulting from a
reduction in our loss on disposal of our discontinued healthcare operations, while 1999 net income included a $400
million increase in our loss on disposal of these operations, as discussed below under “—Discontinued Operations.”

The $1.528 billion decrease in income from continuing. operations before income taxes resulted from a $1.377
billion decrease from the Financial Services Businesses and -a $151 million decrease from the Closed Block
Business. The $1.377 billion decrease from the Financial Services Businesses came primarily from a $1.335 billion
decline from Corporate and-Other operations and a $216 million decline from our Employee Benefits division,
partially offset by an $85 million increase from our U.S. Consumer division and a $65 million increase from our
International division. The $1.335 billion decline from Corporate and Other operations came primarily from a $637
million decline in realized investment .gains, net of losses, and from a $643 million decline from the former lead-
managed underwriting and institutional fixed income businesses of Prudential Securities, which we include in
“divested businesses.” The $216 million decline from our Employee Benefits division came primarily from a $203
million decline in realized investment gains, net of losses and related charges. The $85 million increase from our
U.S. Consumer division came primarily from a $73 million increase in adjusted operating income. The $65 million
increase from our International division reflected an $89 million increase in adjusted operating income.

Adjusted Operating Income : :

2001 to 2000 Annual Comparison. On a consolidated basis, adjusted operating income decreased $569 million, or
25% from $2.268 billion for 2000 to $1.699 billion for 2001. Our adjusted operating income for the fourth quarter
of 2001 was $320 million, reflecting adjusted operating income of $173 million for the Financial Services
Businesses and $147 million for the Closed Block Business. Adjusted operating income in the Financial Setvices
Businesses for the fourth quarter of 2001 reflected declines in results in the U.S. Consumer and Employee Benefits
divisions compared to prior periods of 2001. The decrease for the year ended December 31, 2001 came from a $458
million decrease from the Financial Services Businesses, and a $111 million decrease from the Closed Block
Business. Adjusted operating income of our Financial Services Businesses for 2001 includes $262 million, which
represents Gibraltar Life’s results from April 2, 2001 through November 30, 2001..

Adjusted operating income of our Financial Services Businesses decreased $458 million, or 27%, from 2000 to
2001. The decrease came primarily from decreases of $430 million from our U.S. Consumer division and $204
million from our Employee Benefits division, partially offset by a $201 million increase in adjusted operating
income from our International division, including the $262 million contribution of Gibraltar Life in 2001. .

The $430 million decrease in adjusted operating income from our U.S. Consumer division came primarily from a
$476 million decrease from the Private Client Group segment. The $204 million decrease in adjusted operating
income from our Employee Benefits division came from declines in both segments in the d1v151on

Adjusted operating income of the Closed Block Business decreased $111 million, or 20%, from 2000 to 2001,
primarily from a $144 million reserve for unreported death claims and related expenses and a decline in net
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investment income resulting from the transfer of assets previously associated with our Traditional Participating
Products segment to the Financial Services Businesses in connection with the establishment of the Closed Block
Business on the date of demutualization. These declines were partially offset by a reduction in the charge for
policyholder dividends, which excludes the portion of the dividend related to net realized investment gains, a
reduction in amortization of deferred policy acquisition costs and a decline in operating expenses.

2000 to 1999 Annual Comparison. On a consolidated basis, adjusted operating income increased $263 million, or
13%, from 1999 to 2000. The increase came from a $231 million increase from the Closed Block Business and a
$32 million increase from the Financial Services Businesses.

Adjusted operating income of our Financial Services Businesses increased $32 million, or 2%, from 1999 to 2000.
The increase came primarily from increases of $89 million from our International division and $73 million from our
U.S. Consumer division, partially offset by a $141 million decrease from Corporate and Other operations.

The $89 million increase in adjusted operating income from our International division came primarily from a $78
million increase from the International Insurance segment. The $73 million increase in adjusted operating income
from our U.S. Consumer division came primarily from an increase of $65 million from the Retail Investments
segment. The $141 million decrease from Corporate and Other operations came primarily from corporate-level
activities, which included a one-time benefit of $114 million recognized in 1999 as a result of a reduction of
recorded liabilities for our own employee benefits.

Adjusted operating income of the Closed Block 'Business increased $231 million, or 73%, from 1999 to 2000,
primarily as a result of an increase in investment income net of interest expense and a decline in operating expenses.

Realized Investment Gains

We have frequently used an active management strategy for a significant portion of our public fixed maturity
investment portfolio to maximize the overall return on our investments, subject to our adjusted operating income
objectives. The implementation of this strategy resulted in significant realized investment losses in 2000 and 1999.
When applied during a period of generally declining interest rates, we expect that using this strategy will result in
lower investment income partially offset by realized investment gains. Conversely, when applied during a period of
generally rising interest rates, we expect that using this strategy will result in increased investment income offset by
realized investment losses. The amount of our gains or losses also depends on relative value opportunities and other
variables. In consideration of our adjusted operating income objectives, and other factors, we may choose, at times,
to constrain our active management and, therefore, the magnitude of realized investment gains or losses.

In addition, we require most issuers of private fixed maturity securities to pay us make-whole yield maintenance
payments when they prepay the securities. Prepayment levels are also driven by the interest rate environment and other
factors not within our control. The prepayment of private fixed maturities we held contributed realized investment
gains of $155 million in the year ended December 31, 2001, $74 million in 2000 and $155 million in 1999,

Realized investment gains, net of losses, also includes impairments on fixed income and equity assets, which we
recognize on an ongoing basis. The level of impairments generally reflects economic conditions, and is expected to
increase when economic conditions worsen and to decrease when economic conditions improve.

We use derivative contracts to hedge the risk that changes in interest rates or foreign currency exchange rates will
affect the market value of certain investments. The vast majority of these derivative contracts do not qualify for
hedge accounting and, consequently, we recognize the changes in fair value of such contracts from period to period
in current earnings, although we do not necessarily treat the underlying assets the same way. Accordingly, our
hedging activities contribute significantly to fluctuations in realized investment gains and losses.

The comparisons below discuss realized investment gains net of losses and related charges. These charges relate to
policyholder dividends, DAC, and reserves for future policy benefits, Net realized investment gains is one of the
elements that we consider in establishing the domestic dividend scale and in providing for dividends to Gibraltar
Life policyholders, and the related charge for dividends to policyholders represents the estimated portion of our
expense charge for policyholder dividends that is attributable to net realized investment gains that we consider in
determining our dividend scale and the Gibraltar Life dividends. See “—Results of Operations for Financial
Services Businesses by Division and Closed Block Business” below. We amortize deferred policy acquisition costs
for interest sensitive products based on estimated gross profits, which include net realized investment gains on the
underlying invested assets, and the related charge for amortization of deferred policy acquisition costs represents the
amortization related to net realized investment gains. We adjust the reserves for some of our policies when cash
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flows related to these policies-are ‘affected by net realized investment gains, and the related charge for reserves for
future policy benefits represents that adjustment. The changes in these related charges from one period to another
may be disproportionate to the changes in realized investment gains, net of losses, because the indicated reserve
adjustments relate to realized investment gains, but not losses, evaluated over several periods, and because realized
investment gains and losses are reflected in the dividend scale over a number of years.

2001 to 2000 Annual Comparison. For the Financial Services Businesses, realized investment gains, net of losses
and related charges, increased $272 million, from a net loss of $408 million in 2000 to a net loss of $136 million in
2001. The net realized investment loss of the Financial Services Businesses for 2001 reflected impairments
recognized of $557 million, and $196 million of losses on disposal of substantially all of the Enron holdings of the
Financial Services Businesses. For the Closed Block Business, realized investment gains, net of losses and related
charges, declined $701 million, from a net loss of $354 million in 2000 to a net loss of $1.055 billion in 2001. The
net realized investment loss of the Closed Block Business for 2001 reflected impairments recognized of $475
million, and $160 million of losses on disposal of substantially all of the Enron holdings of the Closed Block
Business. s o ‘ ' '

On a consolidated basis, realized investment gains, net of losses and related charges, declined $429 million, from a
net loss of $762 million in 2000 to a net loss of $1.191 billion in 2001. Realized investment losses, net of gains but
excluding related charges, declined $417 ‘million, from a net loss of $288 million in 2000 to a net loss of $705
million in 2001. Charges related to net realizéd investmient gains and losses amounted to $474 million in 2000 and
$486 million in 2001. These charges did not change proportionately with the change in realized investment gains,
net of losses, from 2000 to 2001 for the reasons described above.

On a consolidated basis, we realized net losses of $639 million on fixed maturity investments in 2001, compared to
net losses-of $ 1,066 billion in 2000. During 2001, we recognized impairments on fixed maturities totaling
$777 million and realized additional losses of $356 million on the sale of substantially all of our Enron holdings.
These impairments and losses were partially offset by realized gains of $494 million primarily from sales and
prepayments of fixed maturities in an environment of lower interest rates than when the securities were purchased.
The net losses in 2000 came primarily from fixed maturity investment sales in an environment of higher interest
rates than those when the securities were purchased as well as impairments we recorded on fixed maturity
investments totaling $540 million. The effect of economic and market conditions is uncertain and could result in
additional impairments. We realized net losses on equity securities of $245 million in 2001, compared to net gains
of $450 million in 2000, as we benefited in 2000 from more favorable equity market conditions, particularly during
the early part of the year, and we disposed of appreciated equity securities as part of a portfolio rebalancing
program. We recorded net investment gains on derivatives of $126 million in 2001 and $165 million in 2000.

2000 to 1999 Annual Comparison. For the Financial Services Businesses, realized investment gains, net of losses
and related charges, declined $852 million from a net gain of $444 million in 1999 to a net loss of $408 million in
2000. For the Closed Block Business, realized investment gains, net of losses and related charges, declined $382
million, from a net gain of $28 million in 1999 to a net loss of $354 million in 2000.

On a consolidated basis, realized investment gains, net of losses and related charges, declined $1.234 billion, from a
net gain of $472 million in 1999 to a net loss of $762 million in 2000. Realized investment gains, net of losses but
excluding related charges, declined $1.212 billion, from a net gain of $924 million in 1999 to a net loss of $288
million in 2000. Charges related to net realized investment gains and losses were essentially unchanged, amounting
to $452 million in 1999 and $474 million.in 2000. These charges did not change proportionately with the change in
realized investment gains, net of losses, in 2000 from 1999 for the reasons described above.

We realized losses of $1.066 billion on fixed maturity investments in 2000 and $557 million in 1999. These net
realized losses reflected the impact of fixed maturity investment sales in environments of higher interest rates than
those when the securities were purchased. The $509 million increase in fixed maturity realized losses in 2000 from
1999 came primarily from a portfolio strategy we implemented to sell securities with lower investment income
yields underlying some of our long-duration products in the Other Employee Benefits segment and in our debt-
financed .corporate investment portfolio, reinvesting the proceeds in higher yielding securities, and from increased
impairments.in 2000. We recognized impairments on fixed maturity investments of $540 million in 2000, primarily
on publicly traded high yield and other-corporate bonds, compared to $266 million in 1999, We realized net gains
on sales of equity securities of $450 million'in 2000, compared to $223 million in 1999. We realized net gains from
disposals of direct real estate and real estate related joint ventures of $149 million in 2000 compared to $703 million
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in 1999, reflecting several major transactions that closed in 1999. We recorded net investment gains of $165 million
on derivatives during 2000, compared to net gains of $305 million in 1999.

Sales Practices Remedies and Costs

As of December 31, 2001, we have provided $4.405 billion before tax, equivalent to $2.850 billion after tax, for
both the cost of remedies to be provided to life insurance policyholders under the remediation process required
under the principal sales practices class action settlement to which we are a party and additional sales practices costs
and expenses. We believe we are fully reserved and we have not recorded any incremental charges since 1999.
These costs include estimated administrative costs related to the remediation program and its accompanying
alternative  dispute resolution process, regulatory fines, penalties and related payments, litigation costs and
settlements, including settlements associated with the resolution of claims of deceptive sales practices asserted by
policyholders who elected to “opt-out” of the class action settlement and litigate their claims against us separately,
as well as other associated fees and expenses, which we refer to in the aggregate as additional sales practices costs.

Charges associated with the cost of remedying policyholder claims and additional sales practices costs have been
adjusted from year to year, beginning in 1996. No additional net charges have been recorded since 1999. The
charges from year to year primarily reflected the increased availability over time of more specific information about
the number of policyholder claims received and remedied, the accrued interest associated with claim relief, other
factors affecting both the cost of remedies and the cost to us of administering the remediation program, and the cost
of resolving “opt out” litigation as described above. See Note 21 to the Consolidated Financial Statements for a
further description of these charges. - -

The charges related to our estimated costs of sales practices remedies and additional sales practices costs and the
related liability balances at the dates indicated are shown below.

Year Ended December 31,
2001 2000 1999 1998 1997 1996

(in millions)

Liability balance at beginning of period ......................... P $253  $891 $3,058 $2553 $ 963 $ —
Charges to expense, pre-tax:
Remedy COSES .. ... e e — (5% (99) 510 1,640 410
Additional sales practices COStS . . .. ...t L. — 54 199 . 640 380 715
" Total charges t0 @XPeNSE . . ... v .vvve e ettt e st e e e — 100 1,150 2,030 1,125
Amounts paid or credited: )
Remedy COoStS ... o e 71 448 1,708 147 — —
Additional sales practices COSIS . . ... ..ottt e 130 190 559 498 440 162
Total amount paid or credited . .. ... i 201 638 2,267 645 440 162
Liability balance atend of period . .......... ... .. . . . i i $52 $253 $ 891 $3,058 $2,553 $ 963

See Note 21 to the Consolidated Financial Statements for a description of the life insurance sales practices litigation.

While a portion of the sales practices remedies have been in the form of policy credits or enhancements, the major
portion of the total cost for sales practices remedies and additional sales practices costs have resulted in cash
disbursements. The cash outflows from these disbursements have reduced our invested assets and consequently have
reduced our investment income. We included the investment income from the assets used to satisfy the sales
practices remedies and additional sales practices costs prior to their disbursement in our adjusted operating income
for Corporate and Other operations. The $4.4 billion of cash disbursements do not include the cash flow from
surrenders associated with the implementation of the sales practices remediation program, which are discussed
under “—Results of Operations for Financial Services Businesses by Division and Closed Block Business—Closed
Block Business—Policy Surrender Experience.”

Divested Businesses : -

Our income from continuing operations includes results from several businesses that we have divested but that
under generally accepted accounting principles do not qualify for “discontinued operations” treatment in our income
statement. Our results from divested businesses primarily relate to the former lead-managed equity underwriting for
corporate issuers and institutional fixed income businesses of Prudential Securities and the operations of Gibraltar
Casualty Company, a commercial property and casualty insurer that we sold in September 2000, as well as
obligations we retained or agreed to in the transactions to sell our other divested businesses. The lead-managed
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equity. underwriting.for corporate-issuers.and institutional.fixed income businesses of Prudential Securities recorded
pre-tax-losses-of $159 million in the year ended December 31,.2001;'and $620-million in 2000, and pre-tax income
of $23 ‘millien: in 1999. The losses. in 2001 came primarily from -deterioration. in the value of collateralized
receivables that:we.are in the process of liquidating, which: are related: to*these-businesses, and wind-down costs.
The losses from these operations in 2000 came primarily from charges of .$476. million associated. with our
termination and wind-down of these activities. Gibraltar Casualty recorded pre-tax losses of $7 million in 2000 and
$72 million in 1999. The 1999 losses are attributable to increased reserves for environmental and asbestos-related
claims resultrng primarily from af inCreasé in the number ‘of lawsuits berng filed against manufacturers of asbestos-
related products. The remainder of our results from divested businesses are attributable to'our remaining obligations
with' respect'to our divested resrdentral mortgage bankrng business, a beneﬁts plan admmrstratron busrness we sold
1n 1998 and d Canadran lrfe 1nsurance subsrdlary that We sold in May 2000

Demutuahzatmn COStS and Expenses . : ' :

We incurred costs and expenses related to demutualrzatron totalrng $588 mrlhon in the year ended December 31,
2001,-incéluding . $340 million of demutualization consideration paid to our former Canadian branch policyholders,
$143 million in 2000, and $75 million in 1999. These costs and expenses are reported separately in our consolidated
income statements within income from continuing operations before income taxes. Demutualization expenses
consist primarily of the costs of engaging mdependent accounting, actuarial, investment banking, legal and other
consultants to advise. us and insurance regulators in the demutualization process and related matters-as well as
printing and postage for communlcatron wrth policyholders. .

Taxes : :

A provrsron of federal tax law applicable to mutual lrfe insurance companies has resulted in s1gnrﬁcant fluctuations
in our effective tax rate. This tax law requires adjustment to the deductible pomon of policyholder dividends based
on a’ complex multi-year formula that compares the financial accounting earnings rates of mutual life insurance
companies with those of stock life insurers. The actual rate to be applied to a particular tax year is determined by the
IRS up to two years after the end of the tax year. Accordingly, for periods prior to our demutualization, we ‘were
required to estimate the current year’s rate in determining our tax provision for the current year for accounting
purposes. When the actual rate was announced by the IRS, we recognized any difference between our estimated rate
and the IRS’s actual rate in that year. We are no longer subject to this tax after the demutualization. The 1mpact of
this tax law as reflected in reported results, including the current year estimate and adJustment of prior year
estimates, constitutes the primary reason for the difference between our reported effective tax rates and the statutory
rate of 35% See Note 17 to the Consolidated Financial Statements: :

We recorded a net income tax benefit of $57 milliori in 2001 and an income tax provision of $406 mrlhon in 2000.
The income tax benefit in 2001 represented 25% of our loss from continuing operations before incorne taxes, while
the income tax provision in 2000 represented 56% of that year’s income from continuing operations. before income
taxes. The net income tax benefit in 2001 was primarily due to a $200 million reduction of the estimated liability for
the mutual Jife insurance company tax, while the income tax provision in 2000 reflected a $100 million provision
for this tax. The disparity between our effective tax rates in 2001 and 2000 and the applrcatron of the corporate
income tax rate of 35% to our income or loss from continuing operations before income taxes is primarily a result of
the mutual life insurance company tax-and the inclusion of demutualization costs and expenses: within income or
loss from continuing operations before income taxes. .

Our income tax provisions amounted to $406 million for 2000 and $1.042 billion for 1999. The income tax
provisions represented 56% of income from continuing operations before income taxes in 2000 and 46% of income
from continuing operat1ons before income taxes in 1999. This increase in the effective rate was due prrmanly to the
mutual life insurance company tax discussed above and an increase in demutualization expenses.

Discontinued Operatlons

In December 1998, we entered into a definitive agreement to sell our heatthcare operat1ons as described in Note 3 to
the .Consolidated Financial Statements. The sale was completed in August 1999. Net losses from these operations,
after related income tax benefits, were $521 million in 1998, including a $223 million loss on disposal. We
recognized an additional loss on disposal of these operations during 1999 amounting to $400 million after related
tax bénefits. Higher than anticipated operatirig losses prior to the closing date, resulting principally from adverse
claims experience, and the impact of this experience on our evaluation,of our obligations under our agreement to
make payments to the -purchaser of our-healthcare operations if the medical loss ratio exceeds specified levels,
caused the additional loss. In 2000, upon ‘completion of the period covered by that agreement and comparing other
costs we incurred related to the healthcare disposal t those estimated in 1998 and 1999, we reduced the loss on
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disposal by $77 million, after related income taxes. In 2001, we further reduced the loss on disposal by $16 million,
after related income taxes, upon completing the negotiation of the final medical loss.ratio settlement in December
2001. While we believe that, as of December 31, 2001, we have adequately reserved in all material respects for
remaining costs and liabilities associated with our healthcare business, we m1ght incur additional charges that might
be material to our results of operations. :

Results of Operahons for Financial Services Businesses by Division and Closed Block Business

In managing our business, we analyze our operating performance using “adjusted operating income,” which is a
non-GAAP measure that excludes certain items as described above under “—Consolidated Results of Operations.”
The following table, prepared on that basis, sets forth the revenues, adjusted operating income and income from
continuing operations before income taxes for each of our four divisions and for Corporate and Other operations,
including consolidating adjustments, which together comprise our Financial Services Businesses, and for our Closed
Block Business, for the years ended December 31, 2001, 2000 and 1999, as well as thelr assets as of those dates.

As of or for
Year Ended December 31,
2001 © 2000 1999
(in millions)
Revenues(1):
Financial Services Businesses: o .
LT )11 1= SO S e ... $ 7644 $ 8,026 § 7,563
Employee Benefits ... .......coiiiiiiii i 5912 5,686 5,442
INtemmational . .. ..ottt et et e e e e e e 4,694 2,624 2,102
AsSEt Management .. ... ... e e s 1,272 1,344 1,141
Corporateand Other . ................ ... .. ..., PP 103 205 509
Total Financial Services BUSINESSES .. . ..t vvervnereeeneerenennn, U P 19,625 17,885 16,757
Closed BIocK BUSINESS (2) .. ittt et it ettt iiiae s et e s e aatir e e renanannirenas 8,271 8,638 8,376

X P T e $ 27,896 $ 26,523 § 25,133

Adjusted operating income(3): X
Financial Services Businesses: ’ ‘
ULS. COMBUMET vttt ettt te et ettt e et e s e s et te e iinaaanas e PR $ 310 $§ 740 $ 667

Employee Benefits .......... ... . .o i e e 183 .387 400
INternational . ... ... e e e e 523 322 233
Asset Management . ............o.iiiiie i PP 219 276 252
Corporate and Other ............. O S P e .28 . %) 137
Total Financial Services BUSIHESSES . .. . vt vintntererarar et e 1,263 1,721 1,689

Closed Block Business (2) . .......ooiierivinimn i R e P, .. 436 547 316

Otal oo e e $ 1,699 $ 2268 § 2,005

Income (Joss) from continuing operations before income taxes:

Financial Services Businesses: )
ULS. COMSUIMET .. .\ttt ettt ettt ettt et e e et e iaea e ... $ 210 $§ 744 % 659

Employee Benefits ...........iiiiiiiiiiiiiiiiii i PP 25 269 485
International ........... ... . e 466 307 242
©AssetManagement .......... . i [ P 211 277 253
Corporate and Other . ... ... .ot e e e e e (520) (1,063) 272
Total Financial Services Businesses . ................. RS 392 534 1911
Closed Block Business (2) ... .onvuuenunutin i DAY (619) 193 344
o] Y e e $ @27y $ 727§ 2255
Assets:

Financial Services Businesses: ) ‘
US.Consumer .................... L P e $ 71,231 $ 73,223 $ 78,235
Employee Benefits .. ... ... ittt e e 72,767 75,817 73,955
International(4) ..ot e e e e e 41,401 10,370 9,275
Asset Management .. .......unvr it e s e e e 28,357 30,602 25,558
Corporate and Other . ... ... . i i i e s 17,549 12,814 29,498
Total Financial Services Businesses ... ............ccviveuiinern.n. S 231,305 202,826 216,521
Closed Block Business (2) ...ttt ittt L O 61,725 69,927 68,573
Total ....... e B I $293,030 $272,753 $285,094

(1) Revenues exclude realized investment gains, net of losses, and revenues from divested businesses.

(2) Amounts shown for the Closed Block Business represent results of the Traditional Participating Products segment for periods prior to the
date of demutualization.

(3) Adjusted operating income equals revenues as defined above in footnote (1) less benefits and expenses excluding (i) the impact of net
realized investment gains on deferred acquisition cost amortization, reserves and dividends to policyholders; (ii) sales practices remedies and
costs; (iii) the benefits and expenses from divested businesses; and (iv) demutualization costs and expenses.

“) ?ssets of our International division at December 31, 2001 include assets of Glbraltar Llfe which we acquired in April 2001, amounting to

30.238 billion.
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U.S. Consumer Division

The U.S. Consumer division generates income from premiums, as well as fee-based revenues and spread income,
through the Individual Life Insurance, Retail Investments and Property and Casualty Insurance segments. Premiums
and investment income are received by the Individual Life Insurance and Property and Casualty Insurance segments on
insurance products and by the Retail Investments segment on some of its annuity products. Products and services that
generate fee-based revenue include mutual funds, variable annuities, variable life insurance and wrap-fee products. The
latter fee-based revenues consist primarily of asset management fees, account servicing fees and risk charges. The
Retail Investments segment receives fees and investment income from retail investment products. Additionally, the
securities brokerage operations that account for the major portion of revenues of the Private Client Group segment
generate revenues from client commissions, asset management and portfolio service fees, and net interest revenues
derived primarily from margin lending to customers, as well as sales credits related to transactions with retail
customers associated with equity and fixed income sales and trading operations. We also earn trading revenues from
our fixed income trading operations which are incidental to our retail operations. We include fee-based revenues in the
line captioned “Commissions and other income” or “Policy charges and fee income” in our consolidated statements of
operations. The Private Client Group segment also includes our consumer banking operations.

We seek to earn spread income in our general account on various products. Spread income is the difference between
our return on the investments supporting the products net of expenses and the amounts we credit to our
contractholders. Products that generate spread income primarily include the general account insurance products of
the Individual Life Insurance segment, and fixed annuities and the fixed-rate option of variable annuities of the
Retail Investments segment. We include revenues from these products, other than premiums received from
policyholders, primarily in the line captioned “Net investment income” in our consolidated statements of operations.

The Individual Life Insurance and Private Client Group segments pay the expenses of their own proprietary sales
forces for distribution of products. Additionally, the Retail Investments segment pays the Individual Life Insurance
and Private Client Group segments for distribution of its products by Prudential Agents and Financial Advisors. The
Individual Life Insurance, Retail Investments and Property and Casualty Insurance segments also pay our
Investment Management and Advisory Services segment for management of proprietary assets which include the
general account investments that support our Individual Life Insurance, Retail Investments and Property and
Casualty Insurance segments, as well as most of the assets supporting our separate account life insurance and
annuity products such as variable life insurance and annuities. These fees result in expenses to the segments of the
U.S. Consumer division and revenues to the Asset Management division. We reflect all of the intra-company asset
management services at rates that we determine with reference to market rates.

- In recent years, sales in our individual life insurance business, as measured by both number of policies and
premiums, have generally declined or not grown significantly. This trend is due in part to a continuing decline in the
number of Prudential ‘Agents. We believe that the decline in Prudential Agents results, in part, from our
implementation of higher productivity standards associated with measures we have taken to reduce the cost structure
of our proprietary distribution channel. This trend in sales has had an adverse impact on premiums, primarily from
new business, and adjusted operating income. We are seeking to improve performance by taking steps to refocus the
Prudential Agent sales force on the mass affluent market and to continue to improve productivity of the proprietary
distribution channel, and to expand third-party distribution of our products. However, we cannot predict whether
these steps will succeed or have the desired effects.

Prior to 2001, we experienced net redemptions in our proprietary retail investment products due in substantial part
to turnover among experienced Financial Advisors and our focus on the value style of investment management in
our equity mutual funds. The impact of these outflows was partially offset by higher revenues resulting from market
appreciation of remaining assets, which produced increases in assets under management in 1999 and 2000. Over the
last several years, we began to diversify the focus of our investment products and we have been building investment
manager choice into most of our Retail Investments products. This advised choice approach allows us to offer
customers investment alternatives advised by third parties in our products and asset management styles that we
might not otherwise offer. Our Retail Investments wrap-fee assets increased to $19.6 billion at December 31, 2000,
from $16.7 billion a year earlier and $11.5 billion at December 31, 1998. We believe these increases reflect
increased marketplace emphasis on products that provide customers a broader choice of investments. At December
31, 2001, wrap-fee assets decreased to $18.0 billion, reflecting market value declines during 2001. We believe the
continuing turnover among domestic Financial Advisors is due in part to the lack of a stock-based compensation
program. In 1999 this turnover increased due in part to greater industry competition for productive Financial
Advisors. We have taken actions to stabilize the Financial Advisor force, including our implementation, effective
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January 1, 2000, of an equity-market-linked, voluntary long-term deferred compensation plan, and our introduction
of an aggressive recruiting effort targeting experienced Financial Advisors, including recruiting and retention
incentives. We expect that these programs will contribute to improvement of our turnover rates over time, although
there can be no assurance of this.

We have taken actions to reduce the operating cost structures and overhead levels of the businesses of the U.S.
Consumer division. In the Individual Life Insurance segment, a program to restructure our field management and
agency structure resulted in a reduction in the number of sales territories, establishing a smaller number of larger
field offices, and eliminated approximately 1,700 management and non-agent positions. In the Private Client Group
segment, we have taken actions in 2001 to reduce staffing levels, occupancy costs, and other overhead costs. We
have also taken actions in the Property and Casualty Insurance segment to reduce staffing levels and overhead costs.
While there can be no assurance that our anticipated cost reductions will be fully achieved, we believe that these
initiatives will reduce operating expenses, excluding certain non-interest expenses in the Private Client Group
segment, below 2000 levels by more than $320 million on an annual basis in 2002, and that reduced expenses
resulting from these initiatives will benefit results thereafter. Adjusted operating income of the U.S. Consumer
division benefited in 2001 from a reduction in operating expenses, associated with these initiatives, of
approximately $170 million as compared to 2000, primarily in the Individual Life Insurance segment. We believe
that the remainder of the anticipated reduction in operating expenses will benefit adjusted operating income of the
U.S. Consumer division in 2002 as compared to 2001. Expenses incurred to achieve these reductions were about
$175 million in 2001.

Most of our variable life insurance, variable annuity and wrap-fee products include investment alternatives that are
managed by third parties. The Individual Life Insurance and Retail Investments segments pay investment
management fees to the third-party managers for the funds invested through these non-proprietary options. We also
sponsor mutual funds that have third-party advisors. Because of these arrangements, our assets under management
and administration that are invested through non-proprietary options and our proprietary funds that are managed by
third parties may offer lower profitability than the assets we manage directly.

Division Results

The following table and discussion present the U.S. Consumer division’s results based on our definition of adjusted
operating income, which is a non-GAAP measure, as well as income from continuing operations before income
taxes, which is prepared in accordance with GAAP. As shown below, adjusted operating income excludes realized
investment gains, net of losses and related charges. The excluded items are important to an understanding of our
overall results of operations. You should not view adjusted operating income as a substitute for income from
continuing operations determined in accordance with GAAP, and you should note that our definition of adjusted
operating income may differ from that used by other companies. However, we believe that the presentation of
adjusted operating income as we measure it for management purposes enhances the understanding of our results of
operations by highlighting the results from ongoing operations and the underlying profitability factors of our
businesses. We exclude realized investment gains, net of losses and related charges, from adjusted operating income
because the timing of transactions resulting in recognition of gains or losses is largely at our discretion and the
amount of these gains or losses is heavily influenced by and fluctuates in part according to the availability of market
opportunities. Including the fluctuating effects of these transactions could distort trends in the underlying
profitability of our businesses. ‘
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Year Ended December 31,
2001 2000 1999
(in millions)

Division operating results:

Revenues(l) ... .o s $7.644 $8,026 $7,563
Benefits and eXpenses(2) ... ...t 7,334 7286 6,896
Adjusted operating income . .......... . oo [P $ 310 $ 740 $ 667
Adjusted operating income by segment:

Individual Life Insurance ............................... PN $ 273 § 114 § 117
Private CHent Group . . ... oot i e e e e e e (239) 237 224
Retail INVeStMENts . ... ...t 181 239 174
Property and Casualty Insurance . ........... . .. i i O 95 150 152

Total e 310 740 667

Items excluded from adjusted operating income:
Realized investment gains, net of losses and related charges:

Realized investment gains (10SSES), NEL . . . . ...ttt et e e (112) 2 (9)
Related charges(3) ... .o e 12 2 1
Total realized investment gains, net of losses and related charges .................. . ... ... .. (100) 4 (8)
Income from continuing operations before INCOME tAXES .. . ..o vttt ettt e e et e e e $ 210 $ 744 S 659

(1) Revenues exclude realized investment gains, net of losses.

(2) Benefits and expenses exclude the impact of net realized investment gains on deferred acquisition cost
amortization and reserves.

(3) Related charges consist of the following:

Year Ended December 31,
2001 2000 1999
(in millions)

Reserves for future policy benefits ... ... . . § MH s @ 8 —
Amortization of deferred policy acquiSition COSES . ... .. i i e e 13 6 1
Total L $ 12 8 2 8 1

2001 to 2000 Annual Comparison. Adjusted operating income of our U.S. Consumer division decreased $430
million, or 58%, in 2001 from 2000. The decline resulted primarily from a decrease in adjusted operating income in
our Private Client Group segment. Income from continuing operations before income taxes decreased $534 million,
or 72%, primarily as a result of the decrease in adjusted operating income.

2000 to 1999 Annual Comparison. Adjusted operating income of our U.S. Consumer division increased $73
million, or 11%, in 2000 from 1999. The increase came primarily from an increase in adjusted operating income
from our Retail Investments segment. Income from continuing operations before income taxes increased $85
million, or 13%, primarily as a result of the increase in adjusted operating income.

Individual Life Insurance

Operating Results
The following table sets forth the Individual Life Insurance segment’s operating results for the periods indicated.

Year Ended December 31,
2001 2000 1999

(in millions)

Operating results:

ReVemUES( 1) .ttt e $1,919 $1,828 $1,703
Benefits and expenses . ....... e e e e e e 1,646 1,714 1,586
Adjusted OPerating INCOME . . . . .. ...t e e e e e e $ 273 $ 114 § 117

(1) Revenues exclude realized investment gains, net of losses.
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Adjusted Operating Income

2001 ro 2000 Annual Comparison. Adjusted operating income increased $159 million in 2001 from 2000. The
increase came primarily from a $183 million decrease in operating expenses. The decrease in operating expenses
came primarily from savings that we have begun to realize from our field management and agency restructuring
program as described above and lower program implementation costs, which amounted to $90 million in 2001 and
$107 million in 2000. Implementation costs for this program were substantially completed in 2001. Additionally, in
2000 we recorded a $23 million one-time increase in reserves related to a portion of our variable life insurance
business in force. However, amortization of deferred policy acquisition costs increased $60 million in 2001 from
2000, and we recorded net losses of $25 million from insurance claims arising from the September 11, 2001 terrorist
attacks on the United States.

2000 to 1999 Annual Comparison. Adjusted operating income was essentially unchanged in 2000 from 1999.
Growth in our base of term products in force resulted in an increase in premium revenues, and investment income
increased due to the larger base of general account assets and an increased investment yield. However, these
increases were essentially offset by a one-time increase in reserves related to a portion of our variable life insurance
business in force.

Revenues
2001 to 2000 Annual Comparison. Revenues, as shown in the table above under “—Operating Results,” increased
$91 million, or 5%, in 2001 from 2000.

Premiums increased $117 million, or 43%, from $270 million in 2000 to $387 million in 2001, due to increased
premiums on term insurance we issued, under policy provisions, to customers who previously had lapsing variable
life insurance with us.

Policy charges and fees amounted to $1.017 billion in 2001, essentially unchanged from $1.023 billion in 2000.

Net investment income increased $17 million, or 5%, from $374 million in 2000 to $391 million in 2001, primarily
from an increase in the base of general account invested assets.

Other income decreased $37 million, or 23%, from $161 million in 2000 to $124 million in 2001, primarily as a
result of a decline in sales of non-Prudential products by our agents.

2000 to 1999 Annual Comparison. Revenues increased $125 million, or 7%, in 2000 from 1999. The increase
came primarily from a $58 million increase in net investment income and a $28 million increase in premiums.

Premiums increased $28 million, or 12%, from $242 million in 1999 to $270 million in 2000. The increase came
primarily from an increase in renewal premiums for our term products, reflecting the increased base of business in
force.

Policy charges and fees amounted to $1.023 billion for 2000, relatively unchanged from $1.030 billion in 1999.

Net investment income increased $58 million, or 18%, from $316 million in 1999 to $374 million in 2000. The increase
resulted from an increase in the base of general account invested assets and a slight increase in investment yield.

Benefits and Expenses

2001 to 2000 Annual Comparison. Benefits and expenses, as shown in the table above under “—Operating
Results,” decreased $68 million, or 4%, in 2001 from 2000. A decrease of $183 million in operating expenses,
including distribution costs that we charge to expense, was partially offset by a $60 million increase in amortization
of deferred policy acquisition costs and a $60 million increase in policyholder benefits and related changes in
reserves. :

3

Operating expenses decreased $183 million, from $761 million in 2000 to $578 million in 2001, primarily as a
result of savings we began to realize from our program to restructure our field management and agency structure as
described above and lower program implementation costs which amounted to $90 million in 2001 and $107 million
in 2000. The implementation costs for this program were substantially completed in 2001. While there can be no
assurance, based on our evaluation of results through 2001 we believe that these initiatives will reduce operating
expenses below 2000 levels by approximately $120 million on an annual basis in 2002, including a reduction of
about $30 million below the level of 2001, and that reduced expenses resulting from these initiatives will benefit
results thereafter. In addition, we expect these initiatives to eliminate approximately $50 million of costs that would
have been capitalized.
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Amortization of deferred policy .acquisition costs increased $60 million, from $172 million in 2000 to $232 million
in 2001, primarily due to declines in market values of the underlying assets on which our fees are based.

Policyholder benefits-and related changes in reserves increased $60 million, from $628 million in 2000 to $688
million in 2001, primarily as a result of term insurance we issued under policy provisions to customers who
previously had lapsing variable.life insurance with us and insurance claims arising from the September 11, 2001
terrorist attacks on the United States. In 2000, policyholder benefits and the related changes in reserves included a
reserve increase related to a portion of our variable life insurance business as noted above amounting to $23 million.

2000 to 1999 Annual Comparison.  Benefits and expenses increased $128 million, or 8%, in 2000 from 1999. The
increase came pnmanly from an increase.in policyholder benefits and. related changes in reserves of $121 million,
from $507 million in 1999 to $628 million in 2000, as a result of growth in the base of term insurance in force and
aging of policies in force as well as the reserve increase related to a portion of our variable life insurance business as
noted above amounting to $23 million. Operating expenses, mcludlng dlstrlbutlon costs that we charge to expense,
were essentxally unchanged in 2000 from: 1999 :

Operatlng expenses included severance, termmatlon béneﬁts' facilities closure and other costs that we incurred
largely in connection with the implementation of the program . to restructure our field management and agency
structure described above. The expenses related to this program amounted to $107 million in 2000 and $116 million
in 1999. .

Sales Results

The following table sets forth the Individual Life Insurance segment’s sales, as measured by statutory first year
premiums and deposits for the periods indicated. These amounts do not correspond to revenues under GAAP. In
managing our individual life insurance business, we analyze statutory first year premiums and deposits as well as
revenues because statutory first year premiums and deposits measure the current sales performance of the business
unit, while revenues reflect, predominantly in our case, the renewal persistency and aging of in force policies
written in prior years and net investment income, as well as current sales.

Year Ended December 31,
2001 2000 1999
(in millions)

Sales(1):
Variable Le(2) ... .ottt e e e e $427 $328 $301
eI i e e e 43 59 74
Total ............ IR BT BT $470  $387  $375
Sales by distribution chaﬁnel(l):
Prudential Agents ............... s S S S U PN $218 $259 $287
Third-party and other StIbULOTS oo " oo e e N e 252 128 - 88
L PP $470 $387 $375

(1) Statutory first year premiums and deposits.
(2) Includes universal life insurance products.

2001 to 2000 Annual Comparison. Sales of new life insurance, as measured by statutory first year premiums,
increased $83 million, or 21%, in 2001 from 2000. The increase came from a $157 million increase in the segment’s
sales of corporate-owned life insurance products, substantially all of which is sold by the PruSelect third-party
distribution channel. Inclusive of these corporate-owned life insurance sales, which totaled $199 million for 2001
including a single $100 million sale, PruSelect accounted for 54% of the Individual Life Insurance segment’s sales
in 2001, compared to 33% in 2000. Sales by the PruSelect channel, other than corporate-owned life insurance,
decreased $33 million, or 38%, in 2001 from 2000. We have begun to expand the focus of PruSelect, which has
historically served intermediaries who provide insurance solutions in support of estate and wealth transfer planning
for affluent individuals and corporate-owned life insurance for businesses, toward the mass affluent market. We
believe the 2001 sales results for the PruSelect channel for products other than corporate-owned life insurance
reflected both a reduced level of market demand for individual variable life insurance products during 2001 and our
transition to the new focus, which included changes in our underwriting classifications and a reduction in our
maximum insurance coverage on a single life. Additionally, we repriced certain term insurance products and
introduced two new universal life insurance products in late 2001 to be offered by both the PruSelect distribution
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channel and Prudential Agents. While there -can bé no assurance, we believe these’ actions will result in' more
favorable risk adjusted return on business written and an opportunity to enhance sales in our selected markets.

The. increase in sales through PruSelect was partially offset.by a decline in sales from Prudential Agents. Thé
number of Prudential Agents declined to approximately 4,400 at December:31, 2001, from 6,100 at December 31,
2000, as we continued to take actions to increase the productivity standards required to continue agency contracts.
Prudential Agent productivity increased slightly-'to $35,000 in 2001 from.$34,700. in' 2000. We. have not
implemented further increases in these productivity standards for periods subsequent to 2001. While there can be no
assurance, we believe that maintenance of these standards at their current level will contribute to stabilization in the
number of Prudential "Agents We mieasure Prudential Agent productivity as commissions oni' new sales of all
products, not only life insurance, by Prudentral Agents w1th us for the entrre penod divided' by the number of those
Prudential Agents

2000 to 1 999 Annual Comparzson -Sales of new life »insurance, as measured by statutory first year premiums,
increased $12 million, or 3%, in 2000 from 1999. The increase came from greater unscheduled premiums on
variable life insurance products in 2000 and reflected a higher level of third-party sales through our PruSelect third-
party distribution channel, which-giéw by $40 million, or 45%; in 2000 from-1999. PruSeléct accounted for 33% of
the Individual Life Insurance segment’s sales in 2000,-compared to 23% of its sales in 1999. The increase in sales
through PruSelect was partially offset by a decline ift sales from Prudential Agents.'We continued to take actions to
improve Prudential Agent productivity. The number of Prudential Agents declined to approximately 6,100 at
December 31, 2000 compared to approximately 7,800 one year earlier. However, Prudential Agent productivity
increased 11%, from $31,300 for 1999 to $34,700 i in 2000. :

Pollcy Surrender Experience Lo | : :
The following table sets forth'the Indmdual Llfe Insurance segment s policy surrender experience for vanable life
insurance, measured by cash value of surrenders, for the periods indicated. These amounts do not correspond to
expenses under GAAP. In' managing this businéss, we analyze the cash value of surrenders because it is' a measure
of the degree to which policyholders are maintaining their in-force business ‘with us, a driver of future profitability.
Our term life insurance products do not provide for cash surrender values.
Year Ended December 31,
2001 2000 1999

($ in millions) * -
Cash value of surrenders . ............. e e e [ O $637 $641 . $597

Cash value of surrenders as a percentage of mean future policy benefit ‘
" reserves, policyholders’ account balances, and separate account balances . ................ e e 8% - 3.7% 3.7%

|
i

2001 to 2000 Annual Comparison. The total cash value of surrenders and the level of surrenders as a percentage of
mean future policy. benefit reserves, policyholders’ account balances and separate account balances were relatively
constant from 2000 to 2001.

2000 to 1999 Annual Comparison. The total cash value of surrenders increased $44 million, or 7%, in.2000 from
1999. The level of surrenders as a percentage of mean future policy benefits, pohcyholders aecount balances and
separate account balances remained constant from 1999 to 2000.

Private Client Group -
Operating Results
The followrng table sets forth the Prlvate Cllent Group segment 3 operanng results for the periods. mdrcated
S A IR : - o - Year Ended December 31,
e o 7 20017 2000 1999
s Lo e B = : e . (inmillions)

Operating results: - . - : : o ' .
Non-interest revenues ... .. ..... O T A '..’...:':_‘. ."1':' ..... i $1‘,973 $2,468 $2,293

Net mterest revenues . .. .. PO R N T U B e, 248 299 - 269
Total revenues, net ofmterest expense o ST S . e Tl A e 2216 2,767 560

* Total non-interest expenses ool el PN U T " 2455 2,530 - 2,338

" Adjusted operaung_rneome e, L R P Lo 3239 $ 237 0§ 224
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Adjusted Operating Income :

2001 to 2000 Annual Comparison. The Private Client Group segment reported a pre-tax loss of $239 million, on
an adjusted operating income basis, for 2001 compared to adjusted operating income of $237 million for 2000. The
$476 miilion decline came primarily from a $433 million decrease from our domestic securities brokerage
operations, which reported a loss of $243 million for 2001 compared to ad]usted operating income of $190 million
in 2000. These operations were adversely affected in 2001 by a decline in individual investor transaction volume
and margin loan balances, which resulted in decreased commission and net interest revenues. These revenue
declines were coupled with increased costs of recruiting and retaining Financial Advisors, including increased
expenses relating to recruiting and retention incentives extended to some recently recruited experienced Financial
Advisors. Additionally, we incurred costs of $65 million in 2001 from employee terminations associated with staff
reductions, as well as branch closings and facilities consolidations. The remaining $43 million decrease in the
segment’s. adjusted operating income came from our consumer banking operations, which benefited in 2000 from
the sale of a major portion of the consumer bank’s credit card receivables. The Private Client Group segment had a
loss of $79 million, on an adjusted-operating income basis, for the fourth quarter of 2001.

2000 to 1999 Annual Comparison. Adjusted operating income increased $13 million, or 6%, from 1999 to 2000.
Adjusted operating income from our consumer banking operations increased $27 million, primarily as a result of the
sale of a major portion of the consumer bank’s credit card receivables in 2000. Adjusted operating income from our
domestic securities brokerage operations decreased $14 million, from $204 million in 1999 to $190 million in 2000.

Revenues

The following table sets forth the anate Chent Group segment s revenues, as shown in the table above under
—Operating Results,” by source for the periods indicated.

Year Ended December 31,
2001 2000 1999

. {in millions)
COMMISSIONS . ..o vvvvnnnns. e e e el e $1,155  $1,561 $1,554

BelS o . ettt e e e e e 684 748 571
10 71T g O P 134 159 168

Total NON-INEEIESE TEVETIUES . . o o ot vt vttt it et et vt e et e e e e et e et e e e e e 1,973 2,468 2,293
Net interest revenues .. ........... e T 243 299 269

Total revenues, net of interest expense . A $2,216 $2,767 $2,562

2001 10" 2000 Annual Comparison. Total revenues, net of interest expense, as shown in the table above under

—Operating Results,” decreased $551 million, or 20%, from 2000 to 2001. The decrease came primarily from a
$498 million decline in revenues from our domestic securities brokerage operations, from $2.675 billion in 2000 to
$2.177 billion in 2001.

Commission revenues decreased $406 million, or 26%, from 2000 to 2001. The decrease came primarily from a
$375 million decline in commissions from over-the-counter and listed equity securities transactions. Commission
revenues were negatively affected in 2001 by less active securities markets and reduced retail transaction volume,
and benefited in 2000 from exceptionally active over-the-counter equity markets and related retail transaction
volume in the first four months of the year. Commission revenues accounted for 59% of total segment non-interest
revenues for 2001. Accordingly, we expect that a continuation of the level of securities market activity experienced
in 2001, or a further downtrend in this activity, would continue to-have a negative impact on our revenues and on
the segment’s. adjusted operating income, partlally offset by planned expense reductions.

Fee revenues, Wthh include asset management and account service fees, declined $64 million, or 9%, from 2000 to
2001. The decline came from a decrease in revenues from wrap-fee products, reflecting competitive pricing
pressures as well as the negative impact of market value declines. The negative impact of market value declines on
wrap-fee and managed account assets under management essentially offset the impact of new assets gathered in
these accounts. Additionally, the negative impact of market value declines on clients’ mutual funds, on which a
portion of our fees are based, contributed to the decline in fee revenues. Fee revenues accounted for 35% of total
non-interest revenues of the domestic securities operations in 2001, compared to 31% in 2000, reflecting actions we
have taken to increase the contribution of recurring revenues. These actions included enhanced marketing of fee-
based products and compensation incentives to Financial Advisors for sales of these products, as well as emphasis
on financial planning in recruiting and training of Financial Advisors.
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Other revenues decreased $25 million, or 16%, from 2000 to 2001, primarily due to the sale of a major portion of
the consumer bank’s credit card receivables in 2000.

Net interest revenues decreased $56 million, or 19%, from 2000 to 2001, primarily as a result of a decrease in
average customer margin lending balances of our domestic securities brokerage operations, related to the reduced
level of individual investor activity. Average customer margin lending balances were $4.30 billion in 2001
compared to $6.54 billion in 2000 and amounted to $3.40 billion at December 31, 2001. Increased investment
income on greater attributed capital partially offset the impact of lower average customer margin lending balances.

The number of domestic retail Financial Advisors was 5,383 at December 31, 2001, a decrease of 9% from 5,906 at
December 31, 2000. Approximately 90% of the decline came from Financial Advisors with less than 4 years’
industry experience with us, and reflected  a decrease in our recruiting of inexperienced Financial Advisors to be
trained by us. In response to recruiting efforts by our competitors, we introduced an aggressive recruiting effort
targeting experienced Financial Advisors, including recruiting and retention incentives, and, as discussed above, an
equity-market-linked voluntary long-term deferred compensation plan to seek to enhance our Financial Advisor
recruitment and retention efforts.

Assets under management and client assets decreased $21 billion to $251 billion at December 31, 2001 from $272
bﬂhon at December 31, 2000, primarily as a result of overall market value declines. :

2000 to 1999 Annual Comparison. Total revenues, net of interest expense, increased $205 mllhon or 8%, from
1999 to 2000. The increase came primarily from our domestic securities brokerage operations, which recorded an
increase of $202 million, or 8%, from $2.473 billion in 1999 to $2.675 billion in 2000. :

Commission revenues increased slightly in 2000 from 1999, as increases of $17 million from mutual funds and $13
million from equity securities transactions were partially offset by a decline in commissions from fixed income
products and commodity transactions, While commission revenues from our securities brokerage operations
benefited from active over-the-counter equity markets and increased transaction volume during the first four months
of the year, commission revenues declined slightly during the May through December period of 2000 versus the
same period of 1999, reflecting less active securities markets and reduced transaction volume.

Fee revenues, comprised of asset management and account service fees, increased $177 million, or 31%, from 1999
to 2000. This increase resulted primarily from a $5.2 billion increase in wrap-fee and managed account assets under
management to $31.9 billion at December 31, 2000 from $26.7 billion a year earlier.

Net interest revenues increased $30 million, or 11%, from 1999 to 2000. Substantially all of the increase came from
our domestic securities brokerage operations, primarily from higher average customer margin lending balances,
which increased from $5.06 billion in 1999 to $6.54 billion in 2000. Partiaily offsetting the increase in average
customer margin lending balances was a decrease in the spread earned on these balances, reflecting competitive
pressures on the rates charged to clients who buy securities on margin.

The number of domestic Financial Advisors was 5,906 at December 31, 2000, a decrease of 3% from 6, 072 a year
earlier. .

Assets under management and client assets decreased $16 billion to $272 billion at December 31, 2000 from $288
billion a year earlier, primarily as a result of overall market value declines.

Non-Interest Expenses : : : .
2001 to 2000 Annual Comparison. Total non-interest expenses, as shown in the table above under “—Operating
Results,” decreased $75 million from 2000 to 2001. Employee compensation and benefits at our domestic securities
brokerage operation decreased due to the lower level of revenues and earnings in 2001, but the decrease was not
proportional to the revenue decline largely due to the recruiting and retention incentives a$ described above as well as
$41 million in employee termination costs associated with staff reductions in 2001. These recruiting and retention
incentives will continue to be applicable and to adversely affect expense levels in future periods. The decrease in
employee compensation and benefits was further offset by $24 million of costs we incurred to consolidate and close
several retail branch and other locations during 2001.

2000 to 1999 Annual Comparison. Total non-interest expenses increased $192 million, or 8%, from 1999 to 2000.
The increase came primarily from employee compensation and benefits at our retail securities brokerage operations,
which increased by $108 million, or 8%, due to higher commissions paid to Financial Advisors-on higher fee and
commission revenues, and higher incentive and other. compensation, as well as higher costs to recruit and retain
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Financial Advisors. Additionally, other non-interest expenses at the domestic securities brokerage operations
increased $108 million, or 12%, primarily as a result of higher operations and administrative support costs, higher
equity research costs, and increased investment in our branch office technology platform.

Retail Investments

Operating Results
The following table sets forth the Retail Investments segment’s operating results for the periods indicated.
Year Ended December 31,
2001 2000 1999
(in millions)

Operating results:

RevenUES (L) .o o $1,458 $1,631 $1,551
Benefits and expenses(2) ...ttt e e e e 1,277 1,392 1,377

.................................................................... $ 181 § 239 3 174

Adjusted operating income

(1) Revenues exclude reahzed investment gains. net of losses.
(2) Benefits'and expenses exclude the impact of net reahzed investment gains on deferred acqu1smon cost amortization and reserves.

Adjusted Operating Income

2001 1o 2000 Annual Comparison. Adjusted‘operating income decreased $58 million, or 24%, from 2000 to 2001.
Adjusted operating income for 2000 benefited $21 million from refinements in our calculations of deferred policy
acquisition costs. Excluding this change, adjusted operating income decreased $37 million, or 17%. Approximately
$23 million of the $37 million decrease came from our mutual funds and wrap-fee products business, primarily due
to lower asset-based distribution revenues as well as a lower level of fee-producing redemptions. The remainder of
the decrease came from our annuity business, primarily due to lower fee revenues. :

2000 to 1999 Annual Comparison. Adjusted operating income increased by $65 million, or 37%, from 1999 to
2000. Adjusted operating income for 2000 benefited $21 million from refinements in our calculations of deferred
policy acquisition costs. Excluding this change, adjusted operating income increased $44 million, or 25%.
Approximately $26 million of the $44 million increase came from our annuity business. This increase was primarily
due to greater fee revenues from variable annuities, and resulted from an increase in average account values. A
decrease in administrative expenses, prlmanly the result of expense- management efforts, also contributed to the
increase in adjusted operating income.

The remainder of the increase in adjusted operating income came from our mutual funds and wrap-fee products
business. Asset-based and transaction-based fees increased as a result of continued growth in our proprietary mutual
fund assets under management and expansion of our wrap-fee products.

Revenues

2001 to 2000 Annual Comparison. Revenues, as shown in the table above under “—Operating Results,” decreased
$173 million, or 11%, from 2000 to 2001. Fee-based revenue decreased $112 million, from $1,081 million in 2000
to 3969 million in 2001. The decrease came primarily from our mutual funds and wrap-fee products, reflecting
lower asset-based distribution revenues as well as a lower level of fee-producing redemptions, and from our variable
annuity products, reflecting a decline in the average market value of customer accounts on which our fees are based.
The remainder of the decrease came primarily from lower investment income in 2001 and a reduction in premiums
we recognized on conversion of deferred annuities by customers to income-paying status.

2000 to 1999 Annual Comparison. Revenues increased $80 million, or 5%, from 1999 to 2000. Fee-based
revenues increased $74 million, from $1.007 billion in 1999 to $1.081 billion in 2000. The increase came primarily
from our mutual funds and wrap-fee products, as well as our variable annuity products, reflecting growth in our
average assets under management for these products. In addition, premiums increased by $19 million as a result of
increased conversions of deferred annuities by our customers to income-paying status. Net investment income
declined $13 million, from $491 million in 1999 to $478 million in 2000, as a result of reductions in our base of
fixed annuity business due to withdrawals and scheduled benefit payments.

Benefits and Expenses
2001 to 2000 Annual Comparison. Benefits and expenses, as shown in the table above under “—Operating
Results,” decreased $115 million, or 8%, from 2000 to 2001. Benefits and expenses for 2000 includes a $21 miilion
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reduction in amortization of deferred policy acquisition costs from the refinements noted above. Excluding the
impact of this change, benefits and expenses decreased $136 million, or 10%. Commissions and other general
expenses decreased $71 million, or 9%, from $762 million in 2000 to $691 million 2001, primarily due to a decrease
in general and administrative expenses reflecting our expense management efforts and lower sales-based and asset-
based commission expense on our mutual fund products. Policyholder benefits and related changes in reserves
decreased $43 million, from $152 million in 2000 to $109 million in 2001, primarily as a result of the reduction in
premiums noted above and a $12 million charge we recorded in 2000 to increase annuity reserves due to investment
portfolio restructuring to reduce the emphasis on equity investments. Amortization of deferred policy acquisition
costs, excluding the refinements noted above, decreased $23 million, from $233 million in 2000 to $210 million in
2001, primarily as a result of decreased amortization associated with lower fee income. Amortization of deferred
policy acquisition costs included $17 million in 2001 and $20 miilion in 2000 to reflect decreases in expected future
gross profits on our annuity products primarily due to declines in market values of the underlying assets on which
our fees are based.

2000 to 1999 Annual Comparison. Benefits and expenses remained relatively unchanged from 1999 to 2000.
Benefits and expenses for 2000 includes a $21 million reduction in amortization of deferred policy acquisition costs
from the refinements noted above. Excluding the impact of this change, benefits and expenses increased $36
million, or 3%. Changes in reserves, net of benefit payments, increased $34 million, from $118 million in 1999 to
$152 million in 2000, as a result of customers converting deferred annuities to income-paying status and a $12
million charge to increase annuity reserves due to investment portfolio restructuring as noted above. During 2000,
we recorded $20 miilion of additional amortization of deferred policy acquisition costs, to reflect a decrease in
expected future gross profits on our annuity products primarily due to declines in market values of the underlying
assets on which our fees are based. However, this increased charge was essentially offset by reduced amortization
resulting from our termination, in the second quarter of 2000, of the annuity exchange program we commenced in
1997. Other general expenses were flat in 2000 from 1999, as a decrease in administrative expenses reflecting our
expense management efforts was largely offset by a $30 million increase in sub-advisory expense resulting from
growth in assets under management of our mutual funds and wrap-fee products and our variable annuity products.

Sales Results and Assets Under Management

The following table sets forth the changes in the total mutual fund assets, excluding wrap-fee products, and the
balance of wrap-fee product assets and annuities, at fair market value for mutual funds and account value for
annuities, and net sales of our Retail Investments mutual fund and annuity products for the periods indicated. Net
sales (redemptions) are gross sales minus redemptions or surrenders and withdrawals, as applicable. Neither sales
nor net sales are revenues under GAAP; they are, however, relevant measures of sales and business activity.
Revenues are derived from fees and spread income as discussed above.
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Year Ended December 31,
; . 2001 2000 1999
(in millions)
Mutual Funds(l) and Wrap- -fee Products(2): )
Mutual fund assets, excluding wrap-fee products: B TR o
Beginning total mutual fund assets .. /. ... ..., AU O O $57,764  $55,245 $53,412
Sales (other than money market) .......0.. ...... e e 5,273 5,378 3,773
. Redemptions (other than money market) ...............0...... [T R 4,697  (5,561) (4.872)
Reinvestment of distributions and change in market value, . .. .. S e e (1,894) 726 3,744
Net money marketsales ................ e A e e - 1,363 1,976 (812)
Ending total mutual fund assets ....... [P, PO AU R S 57,809 57,764 - 55,245
Wrap-fee product assets atend of period . ............ et e T P A F 17,955 19,621 16,723
Total mutual fund and wrap-fee product assets at endof period ......... . e $75,764 $77,385 $71,968
Net muitual fund sales (redernptions) other than money market(3) ........ e D A $ 576 $ (183) $(1,099)
Variable Annumes(l) ST . L o o .
‘ »‘Begrnmng total account value . ... .. . PR P e e .. 821,059 $22,614 $19.919
Sales, excluding exchanges . . R T 1,271 1,809 2,025
" Exchanges sales .......... e i RN - e 481 1,402

" Surrenders, withdrawals and exchange redemptrons A . : (2,356)  (2,989) (3,432
Change in market value, interest credited and other actrvrty(4)(5) P N PO P N . (1,285) (856) 2,700

~ Ending total account value ...l S P ST $18,689 $21,059 $22,614
Net Sales (CEEMPUONS).. . . + v+« i e e e et e et oo ae s e C$(1085) $ (699) $ (5
Fixed Annuities: R N I g R . .
Begmnmg total account va.lue e e e e . e 1 $2926 §$302 § 3249
Sales .............. e e SO e e PR 120 221 160
Surrenders, withdr;{wals and exchange redemptions ‘ .. e . ) . (216) (361) . (429)
Interest credited and other acfivity(4)(5) ........ e Cl e _ 145 46 36
Ending total account value ................ T SRR IR $2975 $2926 $ 3,020
Netsales(redemptrons) ..... ESURTR SRR TP PUPPR $_(96) $ (140) S _(265)

(1) Mutual funds and variable annuities include only those sold as retall investment products Investments through defined contribution plan
products are included with such products.

(2) ‘Wrap-fee product assets include proprietary assets of $3 1 billion at December 31, 2001 $34 bllhon at December 31, 2000, and $3.5 billion
at December 31, 1999.

(3) Excludes wrap-fee products.

(4) Includes maintenance and i insurance charges assessed net bonus payments credrted to contract holder accounts annuity benefits and other
adjustments. - e - : :

(5) Includes increases to policyholder account values as:aresult of - pohcyholder credits issued in 2001 in connection with Prudentra] s
demutalrzanon amounung to $429 rrulhon for vanable annuities and $157 mrlhon for ﬁxed annuities.

200] to 2000- Annual Compartson.- Mutual fund and'wrap-fee product assets under management amounted to
$75.8 billion at December 31, 2001, a decrease of $1.6 billion, or 2%, from December 31, 2000. Mutual fund assets
under management at December 31, 2001 amounted to $57.8 billion, essentially unchanged from December 31,
2000. Wrap-fee assets declined $1.7 billion, to $18.0 billion at December 31, 2001.

Mutual fund assets under management were essentially unchanged. at December 31, 2001 from a year earlier, as
declines in market values of existing customer accounts were essentially offset by our $1.4 billion net money market
sales and net mutual fund sales, other than money market funds, of $576 million. We believe our net money market
sales, both in 2001 and-2000, reflect customer response to the unfavorable performance of the equity securities
markets subsequent to the early part of 2000. The $759 million increase in net mutual fund sales other than money
market funds reflected increased gross sales that came primarily from third-party distribution of cur mutual funds
resulting from our participation in competitors’ products and distribution and a lower level of redemptions than that
of 2000. Net sales of mutual funds from sub-advised relationships, which commenced in 2000, amounted to $1.2
billion in 2001 and $472 million in 2000.

The decrease in wrap-fee assets during 2001 came primarily from declines in the market values of customers’
accounts. Net sales of wrap-fee products, which are distributed primarily by our Financial Advisors, deereased to
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$1.4 billion in 2001 from $4.8 billion in 2000 as a result of lower gross sales and increased redemptions. We believe
that this experience reflects customer response to recent securities market conditions, as well as the continued
attrition of Financial Advisors.

Total account values for fixed and variable annuities amounted to $21.7 billion as of December 31, 2001, a decrease
of $2.3 billion from December 31, 2000. This decrease resulted primarily from declines in the market value of
customers’ variable annuities as well as net redemptions, which increased from $839 million in 2000 to $1.2 billion
in 2001. The increase in net redemptions in 2001 came primarily from lower sales, which we believe reflects
customer response to recent securities market conditions as well as the decreased number of Prudential Agents.
Furthermore, fixed annuity sales in 2000 benefited from a promotional campaign we offered. The net redemptions
of fixed and variable annuities in 2001 were partially offset by policy credits we issued in connection with our
demutualization, which increased policyholders’ account values by $586 million.

2000 to 1999 Annual Comparison. Mutual funds and wrap-fee product assets under management amounted to
$77.4 billion at December 31, 2000, an increase of $5.4 billion, or 8%, from December 31, 1999. Mutual fund assets
under management at December 31, 2000 amounted to $57.8 billion, an increase of $2.5 billion, or 5%, from
December 31, 1999. Excluding money market funds, net mutual fund redemptions for 2000 were $183 million,
which included $359 million of gross sales from our purchases of stock index shares for a long-term deferred
compensation program for our own Financial Advisors. Gross sales increased $1.2 billion, or 33%, from 1999 to
2000 excluding the latter purchases of stock index shares, which was partially offset by an increase of $689 million,
or 14%, in redemptions. Redemptions, other than money market funds, increased $689 million, from $4.9 billion in
1999 to $5.6 billion in 2000. The increase in gross sales was a result of strong sales of growth-oriented mutual
funds, primarily products managed by our Jennison unit. Net money market sales increased by $2.8 billion for 2000
compared to 1999, reflecting customer response to volatile securities market conditions during 2000.

Wrap-fee assets increased $2.9 billion, or 17%, from $16.7 billion at December 31, 1999 to $19.6 billion at
December 31, 2000. The increase came from net sales during 2000 of $4.8 billion of wrap-fee products, in which we
offer customers a choice of proprietary and non-proprietary mutual funds as well as managed accounts, which was
partially offset by declines in market values. We believe these net sales reflect increased marketplace emphasis on
products that provide customers with a broader choice of investment options.

Total account values for fixed and variable annuities amounted to $24.0 billion at December 31, 2000, a decrease of
$1.6 billion, or 6%, from December 31, 1999. The decrease resulted from market value declines and greater net
redemptions. Net redemptions of variable annuities were $699 million for 2000, an increase of $694 million
compared to 1999. This increase resulted from an increase in surrenders, other than those related to exchange
activity, consistent with maturation of the business, -as a larger percentage of the business is no longer subject to
surrender charges.

Our withdrawals of variable and fixed annuities include exchanges of $481 million in 2000 and $1.4 billion in 1999.
The discontinuance, during the second quarter of 2000, of the annuity exchange program referred to below did not
appear to have a material impact on net variable annuity redemptions during that period or thereafter.

Fixed annuity net redemptions of $140 million in 2000 were $125 million, or 47%, lower than the comparable net
outflows for 1999. The decrease in net redemptions was attnbutable to an increase in new sales of our Discovery
Classic annuity product.

Property and Casualty Insurance

Operating Results
The following table sets forth the Property and Casualty Insurance segment’s operating results for the penods

indicated.

Year Ended December 31,
2001 2000 1999
(in millions)
Operating results: ‘
REVENUES( L) . ..ottt i it e e e e e e e, $2,051 $1,800 $1,747
Benefits and €Xpenses . ... uutt i e i, 1,956 1,650 1,595
Adjusted operating income .. ... ... i i e P $ 95 $ 150 $ 152

(1)  Revenues exclude realized investment gains, net of losses.
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Adjusted Operating Income ~ . ‘ . . . ’

2001 to 2000 Annual Comparzson Adjusted operating income decreased $55 million, or 37%, from 2000 to 2001.
Results for 2001 reflected a $59 million lower benefit from prior accident-year development. Adjusted operating
income in 2000 reflécted the negative impact.of $40 million that we provided for premium refunds or credits to
certain New Jersey automobile policyholders under that state’s excess profits regulatlons Partially offsetting this
was a $35 million decrease in net investment income in 2001 from 2000.

We released reserves of $106 million in 2001 and $165 million in 2000 because our automobile casualty claims
experience for prior years was more favorable than we previously estimated in establishing reserves for these
accident years. Addmonally, we benefited $80 million in each of the years 2001 and 2000 under stop-loss
reinsurance coniracts, which are based on current accident-year results. However, we do not expect our 2002
adjusted operating income to include a comparable benefit from prior accident-year development, and any stop-loss
recoveries for that year are contractually limited to less than half of the benefit we realized in 2001. Consequently, if
the accident- -year experience of 2001 continues, we would anticipate a continuing decline in results in 2002. As
discussed under “—Benefits and Expenses,” we have commenced re-underwriting and non-renewal of business that
has produced adverse loss experience. While there can be no assurance, we believe that these actions, together with
our cost reduction measures, w111 contribute to 1mprovement of accident-year experience.

In May 2000, we completed the acqu1smon of the specralty automobile business of the St. Paul Compames which
writes in the non-standard automobile insurance business. While, as discussed under “—Revenues” below, this
acquisition had an effect on the comparison of revenues for 2001 to 2000, it did not have a material impact on
adjusted operating income.

2000 to 1999 Annual Comparison: Adjusted operating income ‘was essentially unchanged from 1999 to 2000.
Results'in 2000 reflect an $80 million recovery from a stop-loss reinsurance contract based on current accident-year
results during that year and a $15 million greater ‘benefit from prior accident year development. We released
reserves of $165 million in 2000 and $150 million in 1999 because our automobile casualty claims experience for
prior accident years was more favorable than we previously estimated in establishing reserves for these accident
years. However, these favorable developments were largely offset by a $53 million increase in operating expenses,
other than expenses of the specialty automobile business we acquired in 2000 as discussed below. The increase in
operating expenses was primarily due to increases in expenses to expand our distribution capabilities in direct,
affinity group, property and casualty agent and independent agent channels, and a provision for refunds or credits to
certain New Jersey automobile policyholders under insurance regulations based on profits generated from that
business, as noted above

While, as discussed under “—Revenues” below, our acquisition‘in May 2000 of a business which writes non-
standard automobile insurance had an effect on the comparison of revenues for 2000 to 1999, it did not have a
material impact on adjusted operating income.

Revenues
The following table sets forth the Property and Casualty Insurance segment’s earned premiums, which are net of
reinsurance ceded, for the periods indicated.

Year Ended December 31,
2001 g 2000 1999
: : _ o T (in millions)
Automobile ...................... O $1,403 $1,153 $1,069
HOmEOWIErS . . .ot e 448 413 447
Other ... e I 33 33 32
Total earned premiums . . ... . RTPTOTI J PSPPI $1.884 81,59 $1.548

2001 ro 2000 Annual Comparison. Revenues, as shown in the table above under “—Operating Results,” increased
$251 million, or 14%, from 2000 to 2001. The $25] million increase included an increase of $96 million in revenues
from the subsidiary we acquired in May 2000 that specializes in non-standard automobile business, which is
included in 2000 results only from the date of acquisition. The remaining revenue increase of $155 million, from
our existing business, came primarily from a $196 million increase in earned premiums from automobile and
homeowners’ insurance, partially offset by a $41 million decline in investment income.

Total earned premiums, as shown in the immediately preceding table, increased by $285 million, or 18%, from 2000
to 2001. Excluding the impact of the acquisition mentioned above, earned premiums increased by $196 million,

Prudential Financial 2001 Annual Report 39



Prudential Financial, Inc.

including the effect of a $40 million reduction in 2000 premiums from the prov1s1on for premium refunds or credits
to certain New Jersey automobile policyholders, as noted above. ‘ :

Automobile earned premiums increased by $250 million, or 22%, from 2000 to 2001, including $89 million from
the non-standard automobile business and the effect of the $40 million reduction in 2000 premiums mentioned
above. The remaining $121 million increase came primarily from new distribution channels we implemented during
1999 and 2000, including career agents focused on selling property and casualty insurance, workplace and affinity
marketing, direct distribution, and independent agents, many of whom were producers for the acquired subsidiary.
As discussed below under “—Benefits and Expenses,” commencing in the second half of 2001 we have suspended
our mailing solicitations for the direct distribution channel and limited the growth of new busmess from some of
these other distribution channels, based on our evaluation of the quality of the business. In October 2001, we
announced that we would no longer write business through our property and casualty insurance career agency
channel except in a few selected markets. We have also commenced re-underwriting and non-renewal of business
that has produced adverse loss.experience, to the extent permitted contractually and by state insurance regulations.
Improved persistency in 2001 also contributed to the growth in earned premiums. _ .

Homeowners earned premiurris increased $35 million, or 8%, from 2000 to 2001 due to lower reinsurance premiums
ceded, as the number of policies in force was relatively unchanged This stabilization of our policies in force
represents an improvement compared with dechnes in ‘prior years which reflects intense rate competition that
attracted customers to other companies.

Net investment income decreased by $35 million, or 18%, from $193 million in 2000 to $158 million in 2001, and
decreased by $41 million excluding the impact of the acquisition mentioned above. This decrease was primarily a
result of a lower average base of invested assets, reflecting lower attributed capltal and a declme in investment
yield.

2000 to 1999 Annual Comparison. Revenues increased $53 million, or 3%, from 1999 to 2000. Total revenues of
$1.800 billion for 2000 include revenues of $178 million from the subsidiary we acquired in May 2000 that
specializes in the non-standard automobile business. Excluding the impact on revenues from this newly-acquired
subsidiary, revenues declined by $125 million, or 7%, from $1.747 billion in 1999 to $1.622 billion in 2000, due
principally to a $117 million decrease in earned premiums on our existing antomobile and homeowners business.
The $117 million decline in earned premiums resulted in part from the $40 million reduction in 2000 premiums
mentioned above, and a $30 million 1ncrease in reinsurance premiums ceded due to our purchase of addmonal
remsurance coverage in 2000.

Automobile earned premiums increased $84 million, or 8%, from 1999 to 2000. Excluding the impact of the
acquisition and provision for premium refunds or credits mentioned above, automobile earned premiums declined
by $44 million, or 4%, from $1.069 billion in 1999 to $1.025 billion in 2000 primarily as a result of a decline in
average premium, due in part to the continued phase-in of a 15% rate reduction for New Jersey pohcyholders
mandated by New Jersey law that came into effect in March 1999. As of December 31, 2000, this premium
reduction was entirely reflected in our earned premiums. Our policies in force from our existing automobile
business, excluding the newly acquired subs1d1ary increased 2% at December 31, 2000 from a year earlier. The
increase reflected improved persistency in 2000 as compared to 1999 as well as an increase in new pohcles sold,
representing an improvement from prior year declines.

Homeowners earned premiums decreased $34 million, or 8%, from 1999 to 2000. Excluding the impact“of
reinsurance premiums ceded, which increased in 2000 from 1999, homeowners earned premiums were flat as the

number of policies in force was relatively unchanged.

Net investment income was $193 million for 2000, relatively unchanged from $197 million in 1999.
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Benefits.and Expenses : :

The following table shows our. calendar year loss, ‘expense and combined ratios, the 1mpact on these calendar year
ratios of catastrophic losses and our accident year combined ratios based on loss experience for the periods indicated
(all based on statutory accounting principles).

Year Ended December 31,
2001 2000 1999

Loss ratio(1): TR ) : . .
Automobile ... ............ P I IR RO P 70.6% 64.0% 71.1%

HOMEOWNErs . ..........c.covnie.... e e e e 765 724 70.7
Overall .......... A, e e R 70.8 65.8 71.1

Expense ratio(2): ’ . . . .
.Automobile...... ... e e P PP 30.8 353 30.5
Homeowners ;....... e e e e e e e e e 36.6 453 39.1
OVerall .o e e e 321 37.8 331

Combined ratio(3): = . ; . - )

AUOMODIE .. o e 101.4 99.3 101.6
.- Homeowners ................ P S S 113.1 117.7 . 109.8
o Overall L 102.9 103.6 104.2
Effect of catastrophic losses mcluded in combined rat1o(4) ......................................... 22 1 2.7 33

Accident year combined 1atio(5): .. ... e 107.0 114.6 107.5

(1) Represents ratio of incurred losses and loss' adjustment eXpenses to earned premium. Ratios reflect the favorable development in the calendar
period from prior accident year reserves of $106 million in the year ended December 31, 2001, $165 million in 2000, and $150 million in
1999. Ratios also reflect recoveries from current accident year stop-loss reinsurance contracts of $80 million in each of the years ended
December 31, 2001 and 2000.

(2) Represents ratio of operating expenses to net written premium.

(3) Represents the sum of (1) and (2). :

(4) Represents losses and loss adjustment expenses attributable to catastrophes that are included in the combined ratio. Our calendar year
catastrophe losses include both current and prior accident year losses. We classify as catastrophes those events that are declared catastrophes
by Property Claims Services, which is an industry organization that declares and tracks all property-related catastrophes causing insured
property damage in the United States. Property Claims Services declares an event a catastrophe if it causes in excess of a specified dollar

. .amount of insured property damage, which was $25 million throughout the periods presented, and affects a significant number of
) polrcyholders and insurance companies.

(5) “Accident year combined ratios for annual periods reﬂect the combmed ratios for accidents that occur in the indicated calendar year, restated
to reflect subsequent changes in loss estimates for those claims based on cumulative loss data through December 31, 2001. These ratios
reflect the recoveries from stop-loss reinsurance contracts as noted above. We analyze accident-year combined ratios because they reflect the
actual loss experience of accidents that occur in a given period excluding the effect of accidents that occur in other periods.

2001 to 2000 Annual Comparison. Our automobile loss ratio, as shown in the table immediately above, increased
from 2000 to 2001 primarily due to, the lower net benefit from prior accident-year reserve development in 2001. The
impact of experience on new automobile business also contributed to the increase in this ratio, since the experience
on our seasoned automobile business was relauvely consistent. We added significant new automobile business
during 2001, primarily in the first half of the year, which we expected would produce less favorable experience in
its initial year than similarly priced seasoned business. However, based on our evaluation of the quality of the new
business produced, .particularly the- major portion of -the business which was sold through the new distribution
channels we implemented in 1999 and.2000 as noted above, we have suspended our mailing solicitations for the
direct distribution channel and limited the .growth of business from some of our distribution channels, other than
Prudential Agents, commencing in the third quarter of 2001. In October 2001, we announced that we would no
longer write business through our property and casualty insurance career agency channel except in a few selected
markets. We have also commenced re-underwriting and non-renewal of business that has produced adverse loss
experience, to the extent permitted contractually and by state insurance regulations. The increase in the
homeowners’ loss ratio came from a 16% increase in claim severity and a 3% increase in claim frequency. Our stop-
loss reinsurance recoveries resulted in decreases in the homeowners combined ratio of 5.4 percentage points in
2001 and had no 1mpact 1n 2000.

Our calendar year catastrophe losses, net of reinsurance, amounted to $42 mllhon for 2001 compared to $45 million
for 2000 :

Losses that we ceded through reinsurance, - rncludmg stop-loss reinsurance, resulted in decreases in the total
combined ratio of 7.3 percentage points for 2001 and 8.3 percentage points for 2000.
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Our overall expense ratio for 2001 decreased from 2000, as we incurred costs in 2000 to develop our distribution
channels and benefited in-2001 from staff reductions and the favorable impact of the increased premium base.

The decrease in the accident year combined ratio resulted from the ‘decline in the expense ratio. Recoveries from
stop-loss reinsurance resulted in decreases in the accident year combined ratio of 4.3 percentage points in 2001 and
4.8 percentage points in 2000.

2000 to 1999 Annual Comparison. Qur automobile and total combined ratios, as shown in the table immediately
above, improved in 2000 from 1999 primarily as a result of the $80 million recovery from a stop-loss reinsurance
contract during 2000 and the $15 million greater benefit from prior accident year reserve development. The decrease
in the automobile loss ratio came primarily from our recovery from a stop-loss reinsurance contract as noted above,
and the greater benefit from release of prior accident year reserves in 2000 as well as our efforts to limit loss
severity, partially offset by a slight increase in. claim frequency. The increase in the homeowners’ loss ratio
primarily came from a 13% increase in claim severity, partially offset by a 9% decrease in claim frequency.

Our catastrophe losses, net of reinsurance, amounted to $45 million for 2000 competred to $51 million for 1999.

Losses that we ceded through reinsurance resulted in a decrease in the total combined ratio of 8.3 percentage points
for 2000 and, as a result of changes in recoverable amounts previously recorded, an increase of 2.6 percentage
points for 1999.

Our overall expense ratio for 2000 increased 1n comparison to 1999 mainly because of the impact of increased
operating expenses as discussed above.

Employee Benefits Division

The Employee Benefits division generates income from premiums, as well as fee-based revenues and spread
income, through the Group Insurance and Other Employee Benefits segments. Premiums and investment income
from group life and disability insurance, as well as fee-based revenues from products like group variable universal
life insurance, are the primary sources of revenues for the Group Insurance segment. The Other Employee Benefits
segment also receives premiums and investment income, as well as fee-based revenues. Products and services for
defined contribution and defined benefit retirement plans, as well as real estate and relocation services, generate the
major portion of the Other Employee Benefits segment’s fee-based revenues. We include these fee-based revenues
in the line captioned “Commissions and other income” or “Policy charges and fee income” in our consolidated
statements of operations.

We seek to earn spread income in our general account on various products, which is the difference between our
return on the investments supporting the products net of expenses and the amounts we ‘credit to our contractholders.
These products primarily include the general account insurance group life and disability products of the Group
Insurance segment as well as guaranteed investment contracts and certain ‘group annuity products of the Other
Employee Benefits segment. We include revenues from these products other than premiums received from
policyholders, prrmanly in the line captioned “Net 1nvestment 1ncorne in our consohdated statements of operations.

The Group Insurance and Other Employee Benefits segments pay the expenses of their own proprietary sales forces
for distribution of products, and pay the Individual Life Insurance and Private Client Group segments within the
U.S. Consumer division for distribution of their products through Prudential Agents and Financial Advisors. These
segments also pay our Investment Management and Advisory Services segment for management of proprietary
assets. These fees result in expenses to the segments of the Employee Benefits division and revenues to the Asset
Management division. We reflect all of the intra-company services at rates that we determined with reference to
market rates. The Other Employee Benefits segment also pays third-party managers for management of non-
proprietary assets that support some of its defined contribution retirement products.

Dzvzszon Results '

The following table and discussion present the Employee Beneﬁts drvrsron s results based on our definition of
adjusted operating income, which is a non-GAAP measure, as well as income from continuing operations before
income taxes, which is prepared in accordance with GAAP. As shown below, adjusted operating income excludes
realized investment gains, net of losses and related charges. The excluded items are important to an understanding
of our overall results of operations. You should not view adjusted operating income as a substitute for income from
continuing operations determined in accordance with GAAP, and you should note that our definition of adjusted
operating income may differ from that used by other companies. However, we believe that the presentation of
adjusted operating income as we measure it for management purposes.enhances the understanding of our results of
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operations by highlighting the results from ongoing operations and the underlying profitability factors of our
businesses. We exclude realized investment gajns net of losses and related charges from adjusted operating income
because the tlmrng of transactions resulting in recognition of gains or losses is largely at our discretion and the
amount of these gains or losses is heavily influénced by and fluctuates in part according to the avarlabrhty of market
opportunities. Including the fluctuating effects of these transactions could distort trends in the underlying
profitability of our business.

Year Ended December 31,
2001 2000 1999
. (in millions)
Division operating results:
ReVenUES(d) . ottt e $5912  $5,686 $5,442
Benefits and expenses(2) ...... ... e 5729 5299 5,042
Adjusted Operating iNCOME . . ...\ttt ettt ettt et ettt et e e et e e e $ 183 § 387 $ 400
Adjusted operating income by segment:
Group Insurance .................... U e $ 70 % 158 $ 128
Ot.herEmployeeBeneﬁ e e e e 113 229 272
Total .................... e B ST 183 387 400
Ttems excluded from adjusted operating income:
Realized investment gains, net of losses and related charges ) o
Reahzed investment gains (losses), net ... ............oo. ... P e (172) 87 228
Relatedcharges(3)................J.,.....‘.‘.....r.......'.A ............................ 14 31 (143)
. Total reahzed mvestment gains, net of losses and related charges ...... e TR (158)  (118) 85
Income from continuing operatlons before income taxes . ............. e S $ 25 § 269 § 485

(1)" Revenueés exclude realized investment gains, net of losses. :
(2) Benefits.and expenses exclude the impact of net realized investment gains on reserves and deferred acquisition cost amortization.
(3) Related charges consist of the following:

Year Ended December 31,
2001 2000 1999
(in millions)
Reserves for future policy benefits . . ... .. ... . s $7 $(32) $(147)
Amortization of deferred policy acquisition costs .............. P e 7 1

14 @) $(143)

g
E
9
.

2001 to 2000 Annual Comparison. Adjusted operatlng income of our Employee Benefits division decreased $204
million, or 53%, from 2000 to 2001 as a ‘Tesult of a $116 million decrease in adjusted operating income from our
Other Employee Benefits segment and an $88 million decrease from our Group Insurance segment. Income from
continuing operations before income taxes decreased $244 million, or 91%, from 2000 to 2001, reflecting the
decrease in adjusted operating income as well as a $40 million increase in realized investment losses, net of related
charges. For a discussion of realized investment gains and losses and charges related to realized investment gains
and losses, see “—Consohdated Results of Operanns——Reahzed Investment Gains.”

2000 to 1999 Annual Comparison Adjusted operating income of our Employee Benefits division decreased $13
million, or 3%, from 1999 to 2000 as a result of a $43 million decrease in adjusted operating income from our Other
Employee Benefits segment which was partially offset.by a $30 million increase from our Group Insurance segment.
Income from continuing operations before income. taxes decreased $216 miltion, from $485 million in 1999 to $269
million in 2000. This decline resulted primarily from realized investment losses, net of related charges, of $118
million in 2000 compared to realized investment gains, net of related charges, of $85 million in 1999.
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Group Insurance .

Operating Results
The following table sets forth the Group Insurance segment’s operating results for the periods indicated.
Year Ended December 31,
2001 2000 1999
(in millions)
Operating results:
REVENUES( L) oottt ittt ettt et e et e e e e e e $3,248  $2,801  $2,428
Benefits and eXpenses . ... ... ... 3,178 2,643 2,300
Adjusted Operating ilCOIMNE . ... ... ..ttt $ 70 $ 158 § 128

(1) Revenues exclude realized investment gains, net of losses.

Adjusted Operating Income

2001 to 2000 Annual Comparison. Adjusted operating income decreased $88 million, or 56%, from 2000 to 2001.
The decrease came primarily from less favorable mortality experience on group life insurance in 2001, which
included an increase in our estimate of incurred but not reported claims. This increase in estimate had a negative
impact of approximately $36 million on our adjusted operating income for 2001. The mortality experience on group
life insurance was partially offset by earned premium growth and improved morbidity on group disability products.
In addition, adjusted operating income benefited $32 million in 2000 from refinements in our calculations of
reserves and return premiums for waiver of premium features. However, about half of this benefit was offset during
2000, primarily by a charge to increase the allowance for receivables. An increase in operating expenses, including
$12 million of consulting costs in 2001, also contributed to the decrease in adjusted operating income.

2000 to 1999 Annual Comparison. Adjusted operating income increased $30 million, or 23%, from 1999 to 2000.
Approximately half of the increase came from growth in earned premiums on both group life and disability
products, reflecting increased sales and strong persistency, as well as improved mortality and morbidity on group
life and disability products in 2000. Adjusted operating income benefited $32 million in 2000 from refinements in
our calculations of reserves and return premiums for waiver of premium features. However, about half of this
benefit was offset during 2000, primarily by a charge to increase the allowance for receivables.

Revenues ‘

2001 to 2000 Annual Comparison. Revenues, as shown in the table above under “—Operating Results,” increased
by $447 million, or 16%, from 2000 to 2001. Group life insurance premiums increased by $350 million, or 21%, to
$2.005 billion primarily due to growth in business in force resulting from new sales, as described below, and
continued strong persistency, which increased from 95% in 2000 to 97% in 2001. Group disability premiums, which
include long-term care products, increased by $43 million, also reflecting the growth in business in force.
Persistency decreased from 91% in 2000 to 89% in 2001, primarily due to the cancellation of a large case. Net
investment income increased $62 million, or 13%, primarily due to a larger base of invested assets.

2000 to 1999 Annual Comparison. Revenues increased by $373 million, or 15%, from 1999 to 2000. Group life
insurance premiums increased by $189 million, or 13%, to $1.655 billion primarily due to growth in business in
force resulting from new sales, which increased in 2000. Persistency increased from 94% in 1999 to 95% in 2000.
Group disability premiums, which include long-term care products, increased by $71 million, or 18%, also
reflecting the growth in business in force resulting from new sales, which increased in 2000. Persistency increased
from 88% in 1999 to 91% in 2000. The remainder of the increase in revenues came primarily from higher fees on
products sold to employers for funding of employee benefit programs and retirement arrangements, reflecting
growth of this business in 2000. Net investment income was $485 million in 2000, relatively unchanged from $470
million in 1999.
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Benefits and Expenses

The following table sets forth the Group Insurance segment s benefits and adrmmstratlve operating expense ratios
for the periods indicated.

Year Ended December 31,
2001 2000 1999

Benefits ratio(1): . . : :

Grouplife .................... e e e e e e e e e e 92.6% 858% 88.3%

Groupdisability .. ... ... e 95.2 101.9 1027
Administrative operating expense ratio(2): ]

Group life .. ... e 10.0 1.6 11.4

Group disability . . . ... oot e 23.6 21.0 23.5

(1) Ratio of policyholder benefits to earned premiums, policy charges and fee income. Group disability ratios include long-term care products.
(2) Ratio of administrative operating expenses (excluding commissions) to gross premiums, policy charges and fee income.

2001 to 2000 Annual Comparison. Benefits and expenses, as shown in the table above under “—Operating
Results,” increased by $535 million, or 20%, from 2000 to 2001. The increase resulted in large part from an increase
of $448 million, or 22%, in policyholders’ benefits, including the change in policy reserves. This increase reflected
less favorable group life insurance claims experience in 2001, which included an increase in our estimate of
incurred but not reported claims, as well as the growth of business in force. Based on our evaluation of mortality
experience during 2001, we have reviewed our pricing policies to determine whether our pricing structure provides
for adequate margins and returns on all of our group insurance products. As a result of this review, we have
commenced pricing adjustments, when contractually permitted, which consider the recent deterioration of the
benefits ratio on our group life insurance products. During 2002, we expect to implement pricing adjustments on
group life insurance business representing about half of our 2001 premiums in force, including business
representing approximately 26% of our 2001 premium in force for which pricing adjustments were implemented
upon renewal in January 2002. While there can be no- assurance, we expect these actions to result, over time, in a
return to benefits ratios consistent with those experienced on this business prior to 2001. However, we expect that
the implementation of these actions, given the competitive marketplace for our products, may result in a decline in
per31stency on our group life insurance business in force and some slowing of our sales. As a result of our
reinsurance coverages, insurance losses resulting from the September 11, 2001 terrorist attacks on the United States
did not have a material 1mpact on our results. An increase of $64 million, or 16%, in operating expenses also
contributed to the increase in benefits and expenses. The increase in operating expenses, from $402 million in 2000
to $466 million in 2001, resulted primarily from sales- based compensation costs driven by the increase in group life
insurance sales. Additionally, expenses in 2001 included $12 million of consulting costs to enhance our
underwriting and other business processes.

The group life benefits ratio for 2001 increased 6.8 percentage points from 2000 primarily as a result of the less
favorable claims experience on our group life insurance business in 2001. About 4 percentage points of the increase
in the group life benefits ratio came from the increase in estimate of incurred but not reported claims and the net
impact of the refinements in reserve calculations and charge to increase the allowance for receivables in 2000. The
group disability benefits ratio improved by 6.7 percentage points from 2000 to 2001 reflecting better morbidity
experience, which we attribute to accelerated case resolution and our ongoing efforts to improve the quality of our
underwriting and claims management processes as well as the impact of our increase in the allowance for
receivables, which contributed about 2 percentage points to the 2000 ratio. The group life administrative operating
expense ratio improved 1.6 percentage points, reflecting the impact of our efforts to improve operational
efficiencies. The group disability insurance administrative operating expense ratio increased 2.6 percentage points,
reflecting the favorable impact, in 2000, of changes in our estimate of the administrative costs associated with
settlement of pending claims.

2000 to 1999 Annual Comparison. Benefits and expenses increased by $343 million, or 15%, from 1999 to 2000.
This increase includes the changes in reserves from the refinements in reserve calculations noted above, which
reduced our expenses by $54 million in 2000. Excluding this change, total benefits and expenses increased $397
million, or 17%. The increase resulted in large part from an increase of $337 million, or 19%, in policyholders’
benefits, including the change in policy reserves. This increase reflected the growth in business in force, partially
offset by the impact of improved mortality and morbidity experience on group life and disability products in 2000.
An increase of $47 million, or 13%, in operating expenses also contributed to the increase in benefits and expenses.
The increase in operating expenses, from $354 million in 1999 to $401 million in 2000, resulted primarily from the
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sales-based compensation costs related to the increase in sales of our group life and group disability products, and
volume related costs to administer the increased business in force. .

The group life benefits ratio for 2000 improved by 2.5 percentage points from 1999 primarily as a result of
improved mortality experience. The group disability benefits ratio improved by 0.8 percentage points from 1999 to
2000 reflecting better morbidity experience, which we attribute to our ongoing efforts to improve the quality of our
underwriting and claims management processes. The group life administrative operating expense ratio was
relatively unchanged, while the group disability insurance administrative operating expense ratio improved 2.5
percentage points, reflecting the impact of our efforts to improve operational efficiencies, including a reduction in
our estimate of the administrative costs associated with settlement of pending claims.

Sales Results _
The following table sets forth the Group Insurance segment’s new annualized premiums for the periods indicated. In
managing our group insurance business, we analyze new annualized premiums, which do not correspond to
revenues under GAAP, as well as revenues, because new annualized premiums measure the current sales
performance of the business unit, while revenues reflect the renewal persistency and agmg of in force policies
written in prior years and net investment income in addmon to current sales

Year Ended December 31,
2001 - 2000 1999
" (nmilions)

New annualized premiums: ) ) i . ; '
Group life(l) ...t e PPN L. 3483 $321 $262
Group disability(2) . .......... e S e S V- ¥ 162 105
v S P IO - $630 $483 $367

(1) Amounts do not include excess premiums, which are premiums that build cash value but do not purchase face amounts of group universal
- life insurance. '
(2) Includes long-term care products.

2001 to 2000 Annual Comparison. Total new annualized premiums increased $147 million, or 30%, from 2000 to
2001, with an increase of $162 million in group life sales partially offset by a $15 million decline in group disability
sales. The group life sales increase included $46 million in premiums in 2001 from additional coverage under an
insurance program for the United States armed forces under which our retained risk, and consequently the risk
charge we include in the premiums charged, are limited. The remainder of the group life sales increase came from a
small number of large sales to new and existing customers, including annualized premiums of $99 million from one
sale. The group disability sales decrease reflected the benefit to 2000 results from sales opportunities resulting from
the well-publicized financial difficulties of a competltor :

2000 to 1999 Annual Comparison. Total new annualized premiums 1ncreased $116 rm]hon or 32%, from 1999 to
2000, with increases of $59 million in group life sales and $57 million in group disability sales. Sales for 1999
benefited from annualized premiums of $40 million from one sale. We believe the sales increase reflected improved
competitiveness of our products ‘as well as sales opportumtles resulting from the well-publicized financial
difficulties of a competitor. '

Other Employee Benefits v ) -
Operating Results -
The following table sets forth the Other Employee Benefits segment’s operatlng results for the periods indicated.
Year Ended December 31,
2001 2000 1999

. (in millions)
Operating results:

Revenues(1) ..................... P e +$2,664 $2,885 $3,014
Benefits and expenses(2) ............ il FETT R N 2,551 2,656 2,742

Adjusted 0perating inCome ... ..... ..t P .. $-113 - $ 229 $ 272

(1) Revenues exclude realized investment gains, net of losses.
(2) Benefits and expenses exclude the impact of net realized investment gains on reserves and deferred acquisition cost amortization.
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Adjusted Operating Income o T W : :
2001 to 2000 Annual Comparison. Adjusted operating income decreased $116 million, or 51%, in 2001 from
2000. Adjusted operating income benefited $64 million:in 2000 primarily from refinements in our annuity reserves.
Excluding this change, adjusted operating income decreased $52 million, or 32%. The $52 million decrease came
from decreases in adjusted operating income of $42 million from our real estate and relocation business and $23
million from our guaranteed products businéss, partlally offset by a $13 million reduction in losses from our full
serv1ce defined contribution business.

Our real estate and relocation business reported a loss on an adjusted operatlng income basis, of $11 million in
2001 versus adjusted operating income of $31 million in 2000. The loss in 2001 resulted from expenses of $35
million from consolidation of operating facilities as well as a decline in corporate relocation volume.

Our guaranteed products business reported adjusted operating income of $153 million in 2001, a decrease of $23
million from 2000 adjusted operating income, excluding the impact of the annuity reserve refinement noted above.
Results from this business in 2000 were’ negatively- affected by a $56 million charge we recorded to increase
reserves for our structured settlement products as a result of our restructuring of the investment portfolio supporting
these products to reduce the emphasis on' equity investments, and we also recorded charges amounting to $26
million during that year to establish reserves for guaranteed benefits on several separate account contracts.
However, the impact of the foregoing items was largely offset by less favorable mortality experience in 2001, and,
during the first nine months of 2001, we recorded approximately $29 million of increased estimates of policy
liabilities relating to prior periods. Additionally, this business continues to be adversely affected by the gradual
runoff of our general account products, including general account guaranteed investment contract (“GIC”) business,
that we have experienced over the past several years. We expect to continue to have low sales of general account
GICs unless and until our ratings improve. -

Our full service defined contribution business, which benefited from lower expense levels in 2001, reported a loss of
$29 million on an adjusted operating income basis compared to a loss of $42 million in 2000.

2000 to 1999 Annual Comparison. Adjusted operating income decreased $43 million, or 16%, in 2000 from 1999.
Adjusted operating income benefited $64 million in 2000 and $54 million in 1999 primarily from refinements in our
annuity reserves. Excluding these changes, adjusted operating income decreased $53 million, or 24%, from $218
million in 1999 to $165 million in 2000. The $53 million decrease came primarily from a $45 million decline in
adjusted operating income from our guaranteed products business. Results from this business were negatively
affected by a $56 million charge we recorded in 2000 to increase our reserves for structured settlement products .as
discussed above. We recorded charges of $26 million in 2000 and $37 million in 1999 to establish reserves for
guaranteed benefits on several separate account contracts. Results from this business continue to be affected by the
scheduled runoff of our general account GIC business that we have experienced over the past several years. Losses

from our full service defined contribution busmess were $42 million in 2000, relatively unchanged from $39 million
in 1999. : : :

Revenues . : T '

2001 to 2000 Annual Companson Revenues, as shown in the table above under “—Operating Results,” decreased
$221 million, or 8%, from 2000 to 2001. Net investment income decreased $151 million, or 6%, from $2.332 billion
in 2000 to $2.181 billion in 2001 reflecting lower yields as well as the gradual runoff of our general account
products, including general account GIC business. Premiums, policy charges and fees decreased $49 million, from
$149 million in 2000 to $100 million in 2001, reflecting lower sales of general account group annuity products,

2000 to 1999 Annual Comparison. ~Revénues decreased $129 million, or 4%, from 1999 to 2000. Net investment
income decreased $128 million, or 5%, from $2.460 billion in 1999 to $2.332 billion in 2000. The ma]onty of this
decline relates to the continued runoff of our general account GIC business. Fee-based revenue in 2000 was
approximately equal to 1999, as the impact on 1999 revenues from $16 million in fees we earned in connection with our
participation in the rehabilitation of another life insurance company was essentially offset by higher fee-based revenues
resulting from growth in our full service defined contribution and real estate and relocation businesses in 2000.

Benefits and Expenses . S

2001 to 2000 Annual Comparzson Benefits and expenses, as shown in the table above under “—Operating
Results,” decreased $105 million, or 4%, from 2000 te 2001. This decrease includes the effect of refinements in our
annuity reserves in 2000 as noted above. Excluding this change, benefits and expenses decreased $169 million, or
6%. Policyholders’ benefits together with the ‘change in policy reserves and interest credited to policyholders,

13

Prudential Financial 2001 Annual Repot 67



Prudential Financial, Inc.

decreased $128 million in 2001 from 2000, excluding the effect of the 2000 refinement in annuity reserves. The
decrease reflected our maturing block of group annuity business and the decline in premiums mentioned above. In
addition, interest expense decreased $31 million from 2000 to 2001 as a result of a lower level of investment-related
borrowing and lower borrowing rates.

2000 to 1999 Annual Comparison. Benefits and expenses decreased $86 million, or 3%, from 1999 to 2000.
Interest credited to policyholders declined from $1.086 billion in 1999 to $1.024 billion in 2000, primarily as a
result of the runoff of our general account GIC business as noted above. This decrease was essentially offset by the
$56 million charge we recorded in 2000 to increase our reserves for structured settlement products. The remainder
of the decrease came primarily from a decrease in policyholders’ benefits, including the change in policy reserves,
reflecting our maturing block of group annuity business.

Sales Results and Assets Under Management

The following table shows the changes in the account values and net sales of Other Employee Benefits segment

products for the periods indicated. Net sales are total sales minus withdrawals or withdrawals and benefits, as

applicable. As noted above under “—U.S. Consumer Division—Retail Investments—Sales Results and Assets

Under Management,” neither sales nor net sales are revenues under GAAP. :
Year Ended December 31,
2001 2000 1999

(in millions)

Defined Contribution: . : o .
Beginning total account value . . ... ... e e $26,046 $25,788  $21,527

LS i et ettt e eeiaaaa 3,689 5,439 4,736
W hdrawals ... e coeew (3422) .(3937)  (3.287)
Change in market value, interest credited, and other activity(1) .......... ... ... ..o, (1,673)  (1,244) 2,812
Ending total account value ............... U P $24,640 $26,046 $25,788
BT = PR $ 267 $ 1,502 $ 1,449
Guaranteed Products(2): B -
Beginning total account value . . ....... ... L S s $41,577 $41,757 $45,560
Sl Lt e e e e, " 2,299 2,024 1,951
Withdrawals and benefits ....................... e et (4372) (5,279) (7.244)
Changein market value and interestincome ............. ... ... . iiininenionn U 2,198 - 2,997 2,070
Other(3) ..ot e S e (1,877) 78 (580)
Ending total account value . .. .. .. S S . D $39,825 $41,577 $41,757
Nt SIS . ittt e e P [ $(2,073) $(3,255) $(5,293)

(1) Includes an increase to policyholder account values as a result of policyholder credits issued in 2001 in connection with Prudential’s
demutualization, amounting to $433 million.

(2) Prudential’s retirement plan accounted for 29% of sales in the year ended December 31, 2001, 27% of sales for 2000, and 28% for 1999.
Ending total account value includes assets of Prudential’s retirement plan of $9.1 billion at December 31, 2001, $8.2 billion at December 31,
2000, and $8.2 billion at December 31, 1999.

(3) Represents changes in asset balances for externally managed accounts. Addmonally, in 2001, includes an increase to pohcyholder account
values of $181 million representing cumulative conversions of client balances to products currently included in this business and a further
increase of $2 million as a result of policyholder credits issued in connection with Prudentlal s demutualization.

2001 to 2000 Annual Comparison. Assets under management in our full service defined contribution business
amounted to $24.6 billion at December 31, 2001, a decrease of $1.4 billion, or 5%, from December 31, 2000. This
decrease is primarily due to a decline in market value of mutual funds reflecting the general downturn in the equity
markets. In addition, net sales decreased $1.2 billion in 2001 from 2000, reflecting’ a decrease in new mstltutlonal
clients.

Assets under management for guaranteed products amounted to $39.8 billion at December 31, 2001, a decrease of
$1.8 billion, or 4%, from December 31, 2000. The decrease from December 31, 2000 is pnmarﬂy due toa decrease
in separate account annuity assets that reflected approximately $1.4 bllhon of annuity beneﬁts

As of December 31, 2001, our guaranteed products assets under management included $10 2 billion relating to non-
participating group annuities and structured settlements that were sold predominantly in a high interest. rate
environment. Historically, we have actively managed the investment portfolios underlying these long-duration
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products’ to maximize economic value. This strategy has produced significant realized investment gains over the
years; however, the reinvestment of sales proceeds in lower yielding assets has resulted in marginally profitable
adjusted operating income on these products for the three years ended December 31, 2001.

2000 10 1999 Annual Comparison. Assets under management in our full service defined contribution business
were relatively unchanged at December 31, 2000 from a year earlier. Net sales benefited from increased participant
contributions, reflecting an increased participant base. However, the $1.5 billion net sales in 2000 were largely
offset by negative changes in market value of $1.2 billion resulting from poor performance in the equity markets.

Assets under management for guaranteed products at December 31, 2000 were also relatively unchanged from a
year earlier. Although assets related to our general account GIC business continued .to decline, reflecting the
scheduled runoff of that business, this decrease was largely offset by an increase in our separate account annuity
assets resulting primarily from market appreciation and interest income on fixed-income investments. Withdrawals
and benefits from guaranteed products for 2000 totaled $5.3 billion, $2.0 billion less than those of 1999, reflecting
the declrnmg volume of general account GIC contracts. Sales of guaranteed products increased $73 million over
1999, as an increase in separate account GICs and funding agreements more than offset a decline in traditional
GICs.

Internatmnal DIVISlon ,

The Interniational division generates revenues from prermums and. investment income through our International
Insurance segment ‘and from commissions, asset management fees and investment income from the: international
securities and futures. brokerage and trading operations that comprise our International Securities and Investments
segment. We include the asset management fees and commissions from these operations in the line captroned
“Commissions and other income” in our consolidated statements of operations.

The International Insurance and International Securities and Investments segments pay the expenses of their own
proprietary sales forces consrstrng of ere Planners ere Advisors and Frnanc1al Advisors, for distribution of
products : : . o

Our international operations conduct their business primarily in local currencies and, accordingly, fluctuations in
foreign currency exchange rates, net of the impact of our hedging strategies, affect the profitability of these
operations in our Consolidated Financial Statements. For a discussion of our currency hedging strategies, see
“Quantitative and Qualitative Disclosures About Market Risk—Risk Management, Market Risk and Derivative
Instruments—Other Than Trading Activities—Market Risk Related to Foreign Currency Exchange Rates.”

In addltron we must manage .our risk in connectron with: prrncrpal transactrons associated wrth the international and
futures operations of the International Securities and Investments segment. The liquidity of markets and
transactional. volume, the level and volatility of interest rates, security and currency -valuations,- competitive
conditions and other factors also affect our revenues and profitability. See “—Overview—Profitability.”

Division Results o ‘ T

The followmg table and discussion présent the International lelSlOl’l 8 results based on our deﬁnrtron of adjusted
operating income, which is a non-GAAP measure, as well as income from continuing operations béfore income
taxes, which is prepared in accordance with GAAP. As shown below, adjusted operating income excludes realized
investment gains, net of losses and related charges. The excluded items are important to an understanding of our
overall resuits of operations. You should not view adjusted operating income as a substitute for income from
continuing operations determined in accordance with GAAP, and you should note that our definition of adjusted
operating income may differ from that used by other companies. However, we believe that the presentation of
adjusted operating income as we measure it for management purposes enhances the understanding of our results of
operations by highlighting the results from ongoing operations and the underlying profitability factors of our
businesses. We exclude realized investment gains, net of losses and related charges, from adjusted operating income
because the timing of transactions resulting in recognition of gains or losses is largely at our discretion and the
amount of these gains or losses is heavily influenced by and fluctuates in part according to the availability of market
opportunities. Including the fluctuating effects of these transactions could distort trends in the underlying
profitability of our businesses.
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Year Ended December 31,
2001 2000 1999
(in millions)

Division operating results:

REVEIIUES( 1) L.ttt ittt ittt i e e e e e s $4,694 $2,624 $2,102
Benefits and expenses . ............. R T R P R e 4,171 2,302 1,869
Adjusted 0perating iNCoOME . ... ... ottt e P . $ 523 % 322 ,’ $ 233
Adjusted operating income by segment: v )
International INSUTANICE .. .t \ vttt ettt et s et et e et e e e e et s e e s et $ 611 3 296 $ 218
International Securities and INVESLIMENTS ... ... .. ut ittt it e (88) 26 15
Total ..o U . S 523 322 233
Item excluded from adjusted operating income: ‘ o
Realized investment gains, Nt Of 1088ES . . .. .\ttt e e e 7 (15) 9
Income from continuing operations before iNCOME tAXES . . . .t ...ttt vnteeni et nanenn.! e $ 466 -8 307 $ 242

(1) Revenues exclude realized investment gains, net of losses.

2001 to 2000 Annual Comparison. Adjusted operating income of our International division increased $201
million, or 62%, in 2001 from 2000. The increase came from an increase of $315 million in adjusted operating
income from our International Insurance segment, including $262 million from Gibraltar Life which we acquired in
2001, as discussed below. This increase was partially offset by a $114 million decline in adjusted operating income
from our International Securities and Investments segment. Income from continuing operations before income taxes
increased by $159 million, or 52%, in 2001 from 2000 as a result of the increase in adjusted operating income,
which was partially offset by a $42 million increase in realized investment losses. For a discussion of realized
investment gains and losses, and charges related to .realized investment gains and losses, see “—Consolidated
Results of Operations—Realized Investment Gains.”

2000 to 1999 Annual Comparison. Adjusted operating income of our International division increased $89 million,
or 38%, in 2000 from 1999 due to increases in both segments in the division. Income from continuing operations
before income taxes increased $65 million, or 27%, in 2000 from 1999. The increase came from the $89 million
increase in adjusted operating income, which was partially offset by a $24 million decrease in realized investment
gains, net of losses. ' ‘ o

International Insurance

Our international insurance operations are subject to currency fluctuations that can materially impact the U.S. dollar
results of our international insurance operations from period to period even if results on a local currency basis are
relatively constant. Exchange rates fluctuated significantly in the three years ended December 31, 2001. The
financial results of our International Insurance segment reflect the impact of our currency hedging strategies
including internal hedges, whereby some currency fluctuation exposure is assumed in our Corporate and Other
operations. Unless otherwise stated, we have translated all information in this section on the basis of exchange rates
in accordance with GAAP. To achieve a better understanding of local operating performance, where indicated
below, we analyze results both on the basis of GAAP translated results and on the basis of local results translated at
a constant exchange rate. When we discuss constant exchange rate information below, we translated on the basis of
the average exchange rates for the year ended December 31, 2001-
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Operating Results : :
The following table sets forth the International Insurance segment’s operating resuits for the periods indicated.
Year Ended December 31,
2001 2000 1999
(in millions)

Operating results:

Revenues(1):
International Insurance, excluding Gibraltar Life . ..................... e $2,120  $1,920 $1,522

Gibraltar Life .:....oooennnsoennnnnn.. e PP, 2,026 — —
, 4,146 1920 1,522

Benefits and expenses: : : S .
International Insurance, excluding Gibraltar Life ... .. ... e e e e FS 1,771 1,624 1,304

Gibraltar Life .......................... U P e J 1,764 —_ —_
) 3,535 1,624 1,304
Adjusted OPErating iNCOME . . . ...ttt ittt ettt e st e e e e s e e e e $ 611 $ 296 $ 218

(1) Revenues exclude realized investment gains, net of losses.

Adjusted Operating Income . . ‘

2001 to 2000 Annual Comparison. Adjusted operating income increased $315 million from 2000 to 2001. Results
of Gibraltar Life, which we include in our results from April 2, 2001, the date of the reorganization, through
November 30, 2001, .contributed $262 million to the increase in adjusted operating income. The International
Insurance segment reported adjusted operating income.of $172 million for the fourth quarter of 2001, including $77
million from Gibraltar Life. . :

The $262 million adjusted operating income reported by Gibraltar Life reflected revenues of $2.026 billion and
benefits and expenses of $1.764 billion. Gibraltar Life’s revenues were comprised primarily of $1.710 billion of
premiums, policy charges and fees, and $304 million net investment income, and its benefits and expenses were
comprised primarily of $1.358 billion of policy benefits including changes in reserves and $406 million of operating
expenses. As a result of Gibraltar Life’s recent emergence from reorganization proceedings and the reduction in
benefits for in force policies, when we established Gibraltar Life’s initial liability for future policy benefits, we
assumed a higher than normal level of policy surrenders for the near term. Our surrender rate assumptions for
Gibraltar Life’s years of operations, commencing at the date of reorganization, are 6% in the first year and 4%
thereafter for paid-up policies and 2% to 38% in the first year, 3% to 14% in the second year, and 6% to 10%
thereafter for premium paying policies, although the actual surrender rates we experience may differ materially from
our assumptions. Gibraltar Life’s adjusted operating income for the initial eight-month period included in our results
benefited from gains on policy surrenders of about $56 million, including about $6 million in the three months
ended November 30, 2001. Substantially all of this contribution to adjusted operating income resulted from a high
level of surrenders due to customer response to the initial impact of policy changes introduced as part of Gibraltar
Life’s reorganization. These surrenders, which were significantly greater in the initial eight-month period than the
level we expect on an ongoing basis, are not anticipated to have a material adverse impact on future results from
Gibraltar Life. Future surrender experience in the near term may be significantly different from the levels we
assumed, and our future adjusted operating income will be sensitive to differences in actual surrender experience
from our assumptions, particularly during an initial period of about two years from the date of reorganization. We
estimate. that every 1% of in force policies that surrender in excess of our assumed level would contribute $40 to
350 million to our adjusted operating income for the period of the surrenders, and conversely that for every 1% of in
force policies that surrender below our assumed level, our reported adjusted operating income would be negatively
affected by $40 to $50 million.

Adjusted operating income, excluding the impact of the Gibraltar Life acquisition discussed above, increased $53
million, or 18%, from 2000 to 2001. Adjusted operating income for 2001 benefited $8 million from a refinement in
the methodology used to calculate reserves in our Korean operations. Excluding this item, adjusted operating
income increased $45 million, or 15%. The increase came from improved results both from our operations in
countries other than Japan and our Japanese insurance operations. Our operations in countries other than Japan
contributed adjusted operating income of $6 million for 2001, excluding the reserve refinement, compared to an
operating loss of $19 million for 2000, as increased profits from our operations in Korea and Taiwan more than
offset continued costs associated with our expansion into additional countries. Qur Japanese insurance operations
reported continuing improved results, with adjusted operating income of $335 million in 2001 compared to $315
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million in 2000, due to strong persistency and new sales, partially offset by a negative impact of about $24 million
from currency fluctuations and less favorable mortality experience. :

The segment’s increase in adjusted operating income includes the unfavorable effect of year over year fluctuations
in currency exchange rates as well as the impact of our hedging at expected exchange rates. On a constant exchange
rate basis and excluding the impact of currency hedging, adjusted operating income, including results of Gibraltar
Life, increased $333 million.

2000 ro 1999 Annual Comparison. Adjusted operating income increased $78 million, or 36%, from 1999 to 2000.
The increase resulted from continuing improved results from our Japanese insurance operations, from $240 million
in 1999 to $315 million in 2000, which experienced continued growth in insurance in force due to strong persistency
and new sales. Qur operations in countries other than Japan resulted in operating losses of $19 million in 2000 and
$22 million in 1999, as improved operating income from our Korean insurance operations was partially offset by
increased costs associated with our expansion into additional countries. The segment’s increase in adjusted
operating income includes the favorable effect of year over year fluctuations in currency exchange rates as well as
the impact of our hedging at expected exchange rates. On a constant exchange rate basis and excluding the impact of
currency hedging, adjusted operating income increased $37 million, or 18%.

Revenues

2001 to 2000 Annual Comparison. Revenues, as shown in the table above under “—Operating Results,” increased
$2.226 billion from' 2000 to 2001, including $2.026 billion from Gibraltar Life. Excluding the impact of the
Gibraltar Life acquisition, revenues increased $200 million, or 10%, from 2000 to 2001. The $200 million increase
in revenues came primarily. from an increase in premium income of $152 million, or 9%, from $1.680 billion in
2000 to $1.832 billion in 2001. Premiums from our Korean operations increased $97 million, from $188 million in
2000 to $285 million in 2001, as a result of increased sales and strong persistency. Premiums in all other countries
increased $55 million, from $1.492 billion in 2000 to $1.547 billion in 2001, primarily as a result of continued
strong persistency and new sales in Japan and Taiwan. On a constant exchange rate basis and excluding the impact
of currency hedging, total segment revenues increased ‘$2.424_ billion, from 2000 to 2001.

2000 ro 1999 Annual Comparison. Revenues increased $398 million, or 26%, from 1999 to 2000. The growth in
revenues came primarily from an increase in premium income of $335 million, from $1.345 billion in 1999 to
$1.680 billion in 2000. Premiums from our Japanese operations increased $227 million, from $1.167 billion in 1999
to $1.394 billion in 2000, as a result of continued strong persistency and new sales, as well as the favorable impact
of currency exchange fluctuations. Premiiums ini all other countries increased $108 million, from $178 million in
1999 to $286 million in-2000, primarily as a result of increased sales and strong persistency in Korea and Taiwan.
Net investment income increased $30 million, from $99 million in 1999 to $129 million in 2000, as a result of the
growth in invested assets related to the increase in our business in force. On a constant exchange rate basis and
excluding the impact of currericy hedging, revenues increased $272 million, or 19%, from 1999 to 2000.

Benefits and Expenses . T :

2001 to 2000 Annual Compartson . Benefits and expenses, as shown-in the table above under “—Operating
Results,” increased $1.911 billion from 2000 to 2001, including $1.764 billion from Gibraltar Life. Excluding the
impact of the Gibraltar Life acquisition, benefits and expenses increased $147 million, or 9%, from 2000 to 2001.
The $147 million increase in benefits and expenses.came primarily from an increase of $120 million. in
policyholders’ benefits, which includes the change in reserves for future policy benefits. Policyholders’ benefits
increased from $1.268 billion.in 2000 to $1.388 billion in 2001, primarily as a result of the -greater volume of
business in force, which was driven by new sales, continued strong persistency and the aging of business in force in
markets where our operations are more mature. On a constant exchange rate basis, total segment beneﬁts and
expenses increased $2.091 billion. '

13

2000 to 1999-Annual Comparison. Benefits and expenses increased $320 million, or 25%, from 1999 to 2000. The
increase in benefits and expenses came primarily from an-increase of $234 million in policyholders’ benefits, which
includes the change in reserves for future policy benefits. Policyholders’ benefits increased from $1.034 billion in
1999 to $1.268 billion in 2000, primarily as a result of the greater volume of business in force, which was driven by
new sales and continued strong persistency, as well as the aging of business in force in markets where our
operations are more seasoned. The remaining increase in benefits.and expenses of $85 million reflected the increase
in administrative expenses associated with the greater volume of business in force and increased expenses related to
opening additional agencies in existing markets and expanswn into new markets On a constant exchange rate basis,
benefits and expenses increased $235 million, or 19%. :
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Sales Results - :

In managing our international insurance bus1ness we analyze new annuahzed prermums which do not correspond
to revenues under GAAP, as well as revenues, because new annualized premiums measure the current sales
performance of the business unit, while revenues reflect the renewal persistency and aging of in force policies
written in prior years and net investment income in addition to current sales.

2001 to 2000 Annual Comparison. New annualized premiums increased $183 million, or 36%, from $509 million
in 2000 to $692 million in 2001, including $110 million from Gibraltar Life and reflecting the unfavorable impact of
currency exchange rate fluctuations. On a constant exchange rate basis, new annualized premiums increased $240
million, or 53%, from 2000 to 2001, including $110 million from Gibraltar Life. On that basis, new annualized
premiums from our operations other than Gibraltar Life increased $130 million, or 29%. The $130 million increase
included $51 million from our existing operation in Japan, reflecting an increase in the number of Life Planners
from 1,811 at December 31, 2000 to 1,992 at December 31, 2001 as well as $25 million of new annualized
premiums sold by the Gibraltar Life sales force for our existing operation prior to the acquisition date. After that
date, the Gibraltar Life sales force has distributed only Gibraltar products. For all countries other than Japan, also on
a constant exchange rate basis, new annualized premiums increased $79 million, or 59%, with $76 million of the
increase coming from our operations in Korea and Taiwan. The increase in countries other than Japan reflects an
increase in the number of Life Planners, from 1,684 at December 31, 2000 to 2,112 at December 31, 2001, as well
as an increase in Life Planner productivity.

2000 to 1999 Annual Comparison. New annualized premiums increased $111 million, or 28%, from $398 million
in 1999 to $509 million in 2000, including the favorable impact of currency exchange fluctuations. On a constant
exchange rate basis, new annualized premiums increased $82 million, or 22%. For all countries other than Japan, on
a constant exchange rate basis, new annualized premiums increased $45 million, or 51%, with $44 million of the
increase cormng from our operations in Korea and Taiwan. The increase in countries other than Japan reflects an
increase in the number of Life Planners, from 1,203 at December 31, 1999 to 1,684 at December 31, 2000, which
we attribute to our recruitment program and retention of existing Life Planners. New annualized premiums in Japan,
on a constant exchange rate basis, increased $37 million, or 13%, reﬂectlng an increase in the number of Life
Planners from 1,681 at December 31, 1999 to 1,811 at December 31, 2000. As discussed below under
“—Investment Margins and Other Profitability Factors,” in April 1999 Japanese regulators approved a reduction in
the required interest rates for most of the products we sell due to the low interest rate environment in that country. .
We believe that customer purchases of: life insurance in 1999 in anticipation of this change before it was
implemented benefited 1999 sales, partially offsetting the impact of additional Life Planners in 2000.

Investment Margins and Other Profitability Factors o : :

Many of ‘our insurance products sold in international markets provide for the buildup of cash values for the
policyholder at mandated guaranteed interest rates. The spread between the actual investment returns and these
guaranteed rates of return to the policyholder is an element of the profit or loss that we will experience on these
products. Interest rates guaranteed in our Japanese insurance contracts are -regulated by Japanese authorities.
Between July 1, 1996 and April 1, 1999, we guaranteed premium rates using an interest rate of 3.1% on most of the
products we sold even though the yield on Japanese government and high-quality corporate bonds was less than that
much of this time. This resulted in some negative investment spreads over this period. As a consequence, our
profitability with respect to these products in Japan during that period resulted primarily from margins on mortahty
charges and expenses. In response to the low interest rate environment, Japanese regulators approved a reduction in
the requlred rates for most of the products we sell to 2.35% in April of 1999, which has allowed us to charge hlgher
premiums on new business for the same amount of insurance. While this has also resulted in an 1mprovement in
investment spreads, these spreads had a negative impact on adjusted operating income from our Japanese insurance
operations other than Gibraltar Life in each of the three years ended December 31, 2001 and the profitability of
these products in Japan continues to result primarily from margins on mortality charges and expenses. In 2001,
Japanese regulators approved further reductions in the required interest rates applicable to most of the products we
sell. As a result, we increased premium rates on.most. of our products sold in Japan when the new rates were
implemented, in April 2001 for some products and in October 2001 for other products. Additionally, interest rates
on our guaranteed products sold in- Korea are regulated by Korean authorities,;; who implemented, in April 2001, a
reduction in the required rates for most of the products we sell, allowing us to charge higher premiums on new
business. for the same amount of insurance. While these actions enhance our ability to set rates commensurate with
available investment returns, the major sources of profitability .on our products in Korea, as in Japan, are margins
from mortality and expense charges rather than investment spreads. - ‘
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We base premiums and cash values in the countries in which we operate on mandated mortality tables. Our
mortality experience in the International Insurance segment on an overall basis for each of the three years ended
December 31, 2001 was well within our pricing assumptions and below the guaranteed levels reflected in the
premiums we charge.

International Securities and Investments

Operating Results
The following table sets forth the International Securities and Investments segment’s operating results for the

periods indicated.

Year Ended December 31,
2001 2000 1999
(in millions)
Operating results:
REVENUES . . oottt e ettt ettt e et e e et e e e e e e e e e e e e $548 3704 $580
B PENSES . . oottt e 636 678 565
Adjusted OPerating iNCoIME . . . . ...ttt et e e e e e $88 $ 26 $ 15

Adjusted Operating Income

2001 to 2000 Annual Comparison. The International Securities and Investments segment reported a pre-tax loss of
$88 million, on an adjusted operating income basis, for 2001 compared to adjusted operating income of $26 million
for 2000. The $114 million decrease came from our international securities operations, including our futures
operations, reflecting the slowdown in equity markets which began after the early part of 2000 as well as $21
million greater expenses in 2001 relating to staff reductions and facilities consolidations. In addition, adjusted
operating income for 2000 benefited from a $21 million gain from our interest in the conversion of London Stock
Exchange and Hong Kong Stock and Futures Exchange seats into listed shares and trading rights. Losses from our
international investments operations amounted to $44 million in 2001 and $51 million in 2000, as increased
expenses from the expansion of this developing business essentially offset its revenue growth. The International
Securities and Investments segment reported a loss of $47 million on an adjusted operating income basis, for the
fourth quarter of 2001.

2000 to 1999 Annual Comparison. Adjusted operating income increased $11 million from 1999 to 2000. Adjusted
operating income from our international securities operations, including our futures operations, increased $30
million in 2000 from 1999, including a $21 million gain in 2000 from our interest in the conversion of stock
exchange seats as discussed above. Our international securities operations benefited from continued active U.S.
equity markets, particularly during the early part of 2000. An $11 million decline in adjusted operating income from
our futures operations due to reduced volatility in the global commodity and foreign exchange markets in 2000 was
a partial offset. Losses from our international investments operations increased $19 million, from $32 million in
1999 to $51 million in 2000, reflecting increased expenses from the expansion of this developing business.

Revenues

2001 to 2000 Annual Comparison. Revenues, as shown in the table above under “—Operating Results,” decreased
$156 million, or 22%, from 2000 to 2001. The decrease came from a $177 million decrease in revenues from our
international securities operations, which include our futures operations. The $177 million decrease came primarily
from lower commission revenues associated with reduced transaction volume, reflecting the less active equity
markets in comparison to 2000 which benefited from exceptionally active equity markets in the early part of the
year. In addition, revenues for 2000 included the $21 million gain from our interest in the conversion of stock
exchange seats as noted above. Revenues from our international investments operations increased $21 million,
primarily from asset management fees and commissions earned by recently acquired units.

2000 to 1999 Annual Comparison. Revenues increased $124 million, or 21%, from 1999 to 2000. The increase
came primarily from a $106 million increase in revenues from our international securities operations. The increase
reflected higher commission revenues associated with increased transaction volume, primarily due to active U.S.
equity markets particularly during the early part of 2000, higher fee revenues from a London-based broker and asset
manager that we acquired in 1999, and the $21 million gain from our interest in the conversion of stock exchange
seats as noted above. The increase in revenues also reflects an increase in the number of international Financial
Advisors to 620 at December 31, 2000 from 577 a year earlier. The remainder of the increase in revenues came from
our international investments operations, reflecting their expansion as noted above.
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Expenses : . .

2001 to 2000 Annual Comparzson .Expenses, as shown in the table above under “—Operating Results,” decreased
$42 million, -or 6%, from 2000 to 2001. Expenses of our international securities operations decreased $56 million,
due primarily to decreases in revenue-based compensation costs. During 2001, our international securities
operations incurred $30 million of expenses relating to staff reductions and facilities consolidations, while expenses
in 2000 reflected about $9 million of such costs. Expenses of our international investments operanons increased $14
mllhon reﬂectlng expenses from recently acquired umts

2000 to 1999 Annual Comparison. Expenses increased $113 million, or 20%, from 1999 to 2000. Expenses of our
international securities operations increased $76 million, primarily as a result of increased compensation paid to
Financial Advisors on higher commission revenues, increased formula-based and incentive compensation on higher
revenues and earnings, increased expenses from a London-based broker and asset manager that we acquired in 1999
and costs to expand our.securities operations‘in Asia and Latin America. Expenses of our international investment
operations increased $37 million, reflecting expenses from the development of this business.

Asset-Management Division

The Asset Management division, through our Investment Management and Advisory Services segment, receives
asset-baséd management fees from the businesses of the U.S. Consumer and Employee Benefits divisions, from
third parties, and also from the Closed Block Business. The Other Asset Management segment includes our
commercial mortgage securitization operations and investment. research activities supporting our Private Client
Group operations. This segment also participates in securities underwritings where our research efforts are attractive
to issuers and lead underwriters, engages in equity securities sales and trading, manages our hedge portfolios. We
include the division’s asset-based management fees in the line captioned-“Commissions and other income” in our
consolidated statements of operations.

The Asset Management division. pays the expenses of its own portfoho ‘managers for asset management and the
expenses of 1ts own proprietary sales force for dlStI‘lbUthIl of products to third parties.

Proﬁtablhty of the Asset Management d1v151on depends primarily on our ability to develop and retain a base of
assets under management both through the U.S. Consumer and Employee Benefits divisions and directly from third
partiés, on which we can earn asset-based fees, and to manage the level of expenses 1ncurred in the management of
those assets. We generally base asset management fees on the market value of the underlying assets and,
accordingly, profitability varies as these market values.change due to external factors, such as securities market
conditions and interest rates and other factors that may affect the values of particular investments. We also earn
transaction-based and performance-based fees which depend on such external factors. In addition, revenue streams,
including mark-to-market adjustments, from our commercial mortgage securitizations and hedge portfolios are
subject to market fluctuations.

Division Results
The following table sets forth the Asset Management division’s results for the periods indicated.

Year Ended December 31,
2001 2000 1999
(in millions)

Division operating results:

S DU DU $1272  $1,344  $1,141
Benefits and BXPEISES .ttt 1,053 1,068 889
. Adjusted operatmg OO .ottt e e e e $ 219 $ 276 § 252
Adjusted operating income by segment: . ) _ ‘ R ‘ .
Investment Management and Advisory Services . e $ 105 § 154 § 155
Other Asset Management ..................... e e e 114 122 97
TOM@l ..o e [ 209 276 252
Items excluded from adjusted operating income: , - . . . ’ . :
Realized investment gains, net of losses .................... e F e @) . i 1

Income from continuing operations before.income taxes-. . ... ... e e e [N [ $ 211 -% 277 § 253

(1) - Revenues exclude realized investment gains, net of Tosses.
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2001 to 2000 Annual Comparison. Adjusted operating income of our Asset Management division decreased $57
million, or 21%, in 2001 from 2000, due to declines from both segments in the division. Income from continuing
operations before income taxes decreased $66 million, or 24%, pnmarﬂy as a result of the decrease in adjusted
operating income.

2000 to 1999 Annual Comparison. Adjusted operating income of our Asset Management division increased $24
million, or 10%, in 2000 from 1999, due to an increase from the Other Asset Management segment. Income from
contmulng operations before income taxes increased $24 million, or 9%, as a result of the increase in adjusted
operating income.

Investment Management and Advisory Services
Operating Results :
The following table sets forth the Investment Management and Advisory Services segment’s operating results for
the periods indicated. :
Year Ended December 31,
T 2001 2000 1999
(in millions)

Operating results:

Revenues(l) . ...oouiin it e e e $835 $874 $768°
EXPEIISES . oottt ettt ettt et e e e e e 730 720 613
Adjusted operating income .............. . 0. e e $105 $154 $155

(1) Revenues exclude realized investment gains, net of losses.

Adjusted Operating Income

2001 to 2000 Annual Comparison. Adjusted operating income decreased $49 million, or 32%, from 2000 to 2001,
due primarily to' lower earnings from asset management resuiting from declines in market value of the underlying
assets on which our fees are based. Although 2000 adjusted operating income reflected expenses related to the
consolidation of substantially all of our public equity management capabilities into our Jennison unit, these
expenses were largely offset by revenues from performance incentive fees which exceeded those earned in 2001.
Adjusted operating income in 2001 includes $6 million from the operations of a specialized asset management unit
within this segment that we sold in the first quarter of 2002.

2000 to 1999 Annual Comparison. Adjusted operating: income was flat from 1999 to 2000. Although revenues
increased, the increase was essentially offset primarily by expenses related to the consolidation of substantially all
of our public equity management capabilities into our Jennison unit.

Revenues
The following table sets forth the Investment Management and Advisory Services segment s revenues, as shown in
the table above under “—Operating Results,” by source for the periods indicated.

Year Ended December 31,
2001 2000 1999
- (in millions)

Revenues:
Retail CUSIOMEIS(]) . vttt e e et e e e $210 $244 $225
InSHEUtIONAL CUSIOIMIETS . L .. i ittt et it ettt vt et e e e e e ettt te e e e e e e 383 409 322
GeENeral aCCOUNL . . oo\ttt ettt it P P 242 221 221

TOAl TEVETIIE .« . o oottt ettt et e et ettt e et e e e e e e $835 $874 $768

(1) Consists of individual mutual funds and both variable annuities and variable life insurance in our separate accounts. Fixed annuities and the
fixed rate options of both variable annuities and variable life insurance are included in general account. Also includes funds invested in
proprietary mutual funds through our defined contribution plan products.

2001 to 2000 Annual Comparison. Revenues, as shown in the table above under “—Operating Results,” decreased
$39 miillion, or 4%, from 2000 to 2001. The decrease came primarily from declines of $34 million, or 14%, in
revenues from management of retail customer assets and $26 million, or 6%, in revenues from management of
institutional customer assets. The decrease in revenues from management of retail customer assets came primarily
from market value declines on publicly traded equity securities which resulted in a lower level of average assets
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under management. The decrease in revenues from management ‘of institutional customer assets reflected a $25
million performance:incentive fee earned in 2000. Revenues from management .of general account-assets increased
$21 million, reflecting increased market values on fixed income securities. :

2000 to 1999 Annual Comparison. Revenues increased $106 million, or 14%, from 1999 to 2000. The increase
was principally a result of an $87 million increase in revenues from management of institutional customer assets,
which included $32 million. of mortgage origination and servicing revenues from a subsidiary we acquired in 2000.
The remainder: of .the increase came primarily from a $25 million performance incentive fee as well as increased
revenue from:our real estate and pnvate equity adv1sory businesses.

Expenses :

2001 to 2000 Annual Comparzson Expenses as “shown in the table ‘above under ° —Operaung Results,” were
essentlally unchanged from' 2000 to 2001, as our 2001 results 1ncluded expenses for the éntire year relating to the
mortgage origination and servicing actlvmes of a subsidiary that we acquired'in June 2000, while our 2000 résults
inicluded approximately $40 million of expenses réelated-to the consolidation of substantlally all of our public equity
management capabilities into our Jennison unit.

200010 1 999 Annual Comparzson Expenses increased $107 million, or 17%, from 1999 to 2000. The increase
reﬂected approximately $40 million of expenses related to the consolidation of substant1ally all of our public equity
management capablhtles into our Jennison unit and $24 million of expenses related to the mortgage origination and
servicing activities of the ‘subsidiary we acquired in 2000. The remainder of the increase came primarily from
compensation charges that are linked to revenues and costs to expand our domestic and European proprietary
investment activities. :

Other Asset Management

Operatmg Results
The followmg table sets forth the Other Asset Management segment s operatmg results for the periods indicated.

Year Ended December 31,
2001 2000 1999

(in millions)

Operating results:

REVEMUES . . . e e o %437 $470 $373
Expenses ................... RRRE R PR e e e 323 348 276
Adjustedoperatmgmcome..,.,.....:,..<..,A,..:..f.g..,, ..... N P $114 $122 $ 97

Ad]usdeperatmgIncome - SR LT = : ;

2001 1t0:2000 Annual Comparison. Adjusted operating income decreased $8 million, or 7%, in 2001 from 2000.
The decrease came from a $25 million decliné in adjusted operating income from our equity sales and trading
operations, partially offset by a $17 million increase from our commercial mortgage securitization operations and
hedge portfolios. Adjusted operating income from our equity sales and trading operations in 2001 included $20
million that Prudential Securities earned as co-manager in the initial public offering of our Common Stock during
the fourth quarter of 2001, which is offset by a ‘corresponding charge in our Corporate and Other results. Absent this
item, adjusted operating income from our equity sales and trading operatlons in 2001 was $35 million, a decrease of
$45 million or 56% from 2000. This decrease reflected a decline in our revenues from principal trading activities
supporting retail and institutional customers as well as 1ncreased costs from employee terminations assoc1ated with
staff reductions and facilities consolidations. =

Adjusted opera‘ting income from our commercial mortgage securitization operations and hedge portfolios increased
$17 million to '$59 million in 2001 from $42 million in 2000. The increase came primarily from our mortgage
securitization operations, which' benefited from ¢hanges in' market value of financial instruments held pending
securitizations. As of December 31, 2001, the hedge portfolios held assets, including both principal positions‘ and
securities fmancmg posmons of approx1mate1y $3 9 b11110n compared to $7.9 billion at December 31, 2000.

2000 10 1999 Annual Comparzson Adjusted operatmg income increased $25 nnlhon or 26% from 1999 to 2000
The increase came primarily from a $26 million increase in adjusted operating income from our equity sales and
trading operations, from $54 million in 1999 to $80 million.in 2000, primarily- due to increased trading volume in
the equity markets during the first four months of 2000. Results from our commercial mortgage securitization
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operations and hedge portfolios were essentially unchanged in 2000 from 1999. As of December 31, 2000, the
hedge portfolios held assets, including both principal posmons and securities financing positions, of approximately
$7.9 billion, compared to $5.9 billion a year earlier.

Revenues :

2001 to 2000 Annual Comparison. Revenues, as shown in the table above undér “—Operating Results,” decreased
$33 million, or 7%, from 2000 to 2001. The decrease came from a decline in revenues from our equity sales and
trading operations, from $404 million in 2000 to $347 million in 2001, which included revenues of $22 million that
Prudential Securities received as co-manager in the initial public offering of our Common Stock. Excluding this
item, revenues from our equity sales and trading operations declined $79 million, or 20%, in 2001 from 2000.
Revenues in 2001 were negatively affected by reduced revenues from principal trading supporting retail and
institutional customers, while 2000 revenues benefited from excepﬂonally active equity securities markets during
the first four months of the year. The reduced principal trading revenies we experienced in 2001 reflected lower
transaction volume in the equity securities markets resulting from decreased individual investor trading activity, as
well as reduced securities trading spreads.

2000 to 1999 Annual Comparison. Revenues increased $97 million, or 26%, from 1999 to 2000. The increase
came from a $102 million increase in revenues from our equity sales and trading operations, from $302 million in
1999 to $404 million in 2000. The equity sales and trading operations benefited from increased volume from retail
activity associated with the strength of the technology sector early in 2000, as well as increased transaction volume
from institutional clients. ’

Expenses

2001 to 2000 Annual Comparison. Expenses, as shown in the table above under “—Operating Results,” decreased
$25 million, or 7%, from 2000 to 2001. The decline came from a decrease of $32 million in our equity sales and
trading operations, from $324 million in 2000 to $292 million in 2001 reflecting decreased compensatlon expenses
driven by the declines in revenue and earnings.

2000 to 1999 Annual Comparison. Expenses increased $72 million, or 26%, from 1999 to 2000. The increase
came from an increase of $76 million in our equity sales and trading operations, from $248 million in 1999 to $324
million in 2000, reflecting increased employee compensation expenses driven by increased revenue and earnings as
well as increased expenses to expand our equity research capabilities.

Corporate and Other Operations

Corporate and Other operations includes corporate-level activities that we do not allocate to our business segments.
It also consists of international ventures, divested businesses and businesses that we have placed in wind-down
status, but that we have not divested. The latter businesses include individual health insurance, group credit
insurance and Canadian life insurance. The divested businesses include the lead-managed equity underwriting for
corporate issuers and institutional fixed income businesses of Prudential Securities, Gibraltar Casualty Company, a
Canadian life insurance subsidiary, and our divested residential first-mortgage banking business. As previously
discussed, we exclude the gains, losses and contributions to mcome/loss of the divested businesses from adjusted
operating income. . :

The following table and discussion present results of these activities based on our definition of adjusted operating
income, which is a non-GAAP measure, as well as income from continuing operauons before income taxes, which
is prepared in accordance with GAAP. As shown below, in addition to the gains, losses and contributions to income/
loss of divested businesses, adjusted operating income excludes realized investment gains, net of losses, sales
practices remedies and costs and demutualization costs and expenses. ‘

The excluded items are important to an understanding of our overall results of operations. You should not view
adjusted operating income as a substitute for income from contmumg operations determined in accordance with
GAAP, and you should note that our defmmon of adjusted operating income may differ from that used by other
companies. However, we believe that the presentation of adjusted operating income as we measure it for
management purposes enhances the understanding of our results of operations by highlighting the results from
ongoing operations and the underlying profitability factors of our businesses. We exclude realized investment gains,
net of losses because the timing of transactions resulting in recognition of gains or losses is largely at our discretion
and the amount of these gains or losses is heavily influenced by and fluctuates in part according to the availability of
market opportunities. Including the fluctuating effects of these transactions could distort trends in the underlying
profitability of our businesses. We exclude sales practices remedies and costs because they relate to a substantial
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and identifiable non-recurring event. We exclude the gains and losses and contribution to income/loss of divested
businesses because, as a result of our decision to dispose of these businesses, these results are not relevant to the
profitability of our ongoing operations and could distort the trends associated with our ongoing businesses. We
exclude demutualization costs and expenses because they are directly related to our demutualization and could
distort the trends associated with our business operations.

Year Ended Decerhber 31,

2001 2000 1999
(in millions)
Adjusted operating income:
Corporate-level activities(l) ...... e e e e e e e s $ 70 $ (22) $126
Other businesses: . » R
" INErNAtional VEMIUIES ... ...\ttt ettt et ettt et e e e e e e e e e (50) (32) (¢3))
Other .......... ... coiiiiin. . e e 8 50 22
Total ..ovoiie e U 28 @ 137
Items excluded from adjusted operating income: ’
Sales practices remedies and COSES . .. ... ... i i e e — — (100)
Realized investment gains, net of losses .. . ... e e, 187 (280) 357
Divested businesses . .................... FEETE e (147) (636) (CY)]
Demutualization costs and expenses .. ..............oooiean. . e B (588) (143) (75)
Income (loss) from continuing operations before income taxes . ......... ... . i - $(520) $(1,063) $272

(1) Includes consolidating adjustments.

Corporate-level activities consist primarily of corporate-level income and expenses not allocated to any of our
business segments, including costs for company-wide initiatives such as enhancement of our Internet capabilities
and income from our qualified pension plans, as well as investment returns on our .unallocated equity, which is
capital that is not deployed in any of our segments. OQur Corporate and Other operations also include returns from
investments that we do not allocate to any of our business segments, including a debt-financed investment portfolio,
and transactions with other segments. Our policy is to include expenses incurred by corporate-level functions such
as operations and systems, human resources, financial management, auditing, law and compliance in the operating
results of our business segments to the extent that the expenses are either directly or indirectly attributable to the
operations of the segment. We include expenses incurred by corporate-level functions that are not allocated to any
of our business segments, such as research and development pertaining to company- -wide information technology
applications or marketing expenses not specific to a particular business unit, in corporate-level activities.

2001 to 2000 Annual Comparison. Corporate and Other operations resulted in adjusted operating income of $28
million in 2001 and a $4 million loss, on an adjusted operating income basis, in 2000, an increase of $32 million.

Corporate-level activities resulted in adjusted operating income of $70 million in 2001 and a $22 million loss, on an
adjusted operating income basis, in 2000. The $92 million increase came primarily from $125 million greater
income from our own qualified pension plan and a $22 million reduction in hedging losses retained at the corporate
level, partially offset by reduced investment income and a $20 million charge offsetting the income earned by
Prudential Securities as co-manager in the initial public offering of our Common Stock, which is included in
adjusted operating income of our Other Asset Management segment.

Income from our own qualified pension plan amounted to $540 million in 2001, compared to $415 million in 2000.
The $125 million increase came primarily from increased income on pension assets and amortization of deferred
gains. This income is partially offset in our consolidated results by charges for our other retirement plans allocated
both to Corporate and Other operations and our business segments. On a consolidated basis, our net pension credit
related to continuing operations amounted to $457 million in 2001 and $362 million in 2000. The contribution to
adjusted operating income from income from our own qualified pension plan has increased during recent periods.
We expect that income from our own qualified pension plan will continue to contribute to adjusted operating
income in 2002 at a level about 10% below that of 2001. Hedging losses retained at the corporate level decreased
$22 miliion, from $26 million in 2000 to $4 million in 2001. The increase in income from our own qualified pension
plan and decrease in hedging losses were partially offset by reductions in investment income from our debt-financed
investment portfolio and from invested assets that we held pending disbursement for sales practices remedies and
costs. Investment income from the debt-financed investment portfolio, net of interest expense, contributed $38
million to adjusted operating income for 2001 compared to $98 million for 2000, as a result of a decline in the assets
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in the portfolio to approximately $223 million at December 31, 2001 from $3.7 billion a year earlier. We have taken
actions to reduce this portfolio and repay the related borrowings, and expect that we will continue to do so.
Accordingly, we expect that the contribution to adjusted operating income from this debt-financed portfolio will
decline in future periods. Income from invested assets related to sales practices remedies and costs declined $25
million as disbursements were made to satisfy these liabilities. Investment income for 2001 included about $15
million relating to assets initially invested within our Corporate and Other operations as a result of transactions
relating to our demntualization, effective as of December 18, 2001. About half of this investment income represents
earnings on assets corresponding to cash payments in January 2002 for demutualization consideration in lien of
Common Stock.

General and administrative expenses at the corporate level, on a gross basis before qualified pension income,
amounted to $682 million in 2001 compared to $687 million in 2000. Commencing in 2002, we expect to incur
additional expenses associated with servicing our stockholder base, including mailing and printing fees, of up to $60
million annually. However, we have taken actions to reduce expenses at the corporate level and, while there can be
no assurance, we expect that these actions will result in expense reductions commencing in 2002 that will more than
offset the impact of these sharcholder servicing costs.

Other businesses included in Corporate and Other operations resulted in a loss, on an adjusted operating income
basis, of $42 million in 2001 compared to adjusted operating income of $18 million in 2000. The $60 million
decline came primarily from the benefit to 2000 results from reductions of reserves for future claims in our
remaining Canadian insurance operations and our wind-down group credit insurance operations, and from an $18
million increase in losses from start-up international ventures.

Income from continuing operations before income taxes amounted to a loss of $520 million in 2001, compared to a
loss of $1.063 billion in 2000. The $543 million decrease in the loss came primarily from a $489 million decrease in
losses from divested businesses which included, in 2000, charges of $476 million associated with the termination
and wind-down of Prudential Securities’ former lead-managed equity underwriting for corporate issuers and
institutional fixed income businesses, and from $187 million of realized investment gains in 2001 compared to $280
million of realized investment losses in 2000. However, we incurred demutualization costs and expenses of $588
million in 2001, including a charge of $340 million for demutualization consideration to former Canadian branch
policyholders, compared to $143 million of demutualization expenses in 2000.

For a discussion of sales practices remedies and costs, realized investment gains, net of losses, divested businesses
and demutualization costs and expenses, see “—Consolidated Results of Operations—Sales Practices Remedies and

[IT3 3

Costs,” “—Realized Investment Gains,” “—Divested Businesses” and “—Demutualization Costs and Expenses.”

2000 to 1999 Annual Comparison. Corporate and Other operations resulted in a pre-tax loss of $4 million in 2000,
compared to pre-tax income of $137 million in 1999, on an adjusted operating income basis. The $141 million
decline came primarily from corporate-level activities.

Corporate-level activities resulted in a pre-tax loss of $22 million in 2000, compared to pre-tax income of $126
million in 1999. The $148 million decline resulted primarily from a one-time $114 million reduction of liabilities
for our own employee benefits that we recorded in 1999 due to a clarification of law that led us to take into account
previously unrecognized assets in that amount. Corporate-level activities benefited from income related to our own
qualified pension plan amounting to $415 million in 2000 compared to $197 million in 1999, an increase of $218
million. This income is partially offset in our consolidated results by charges for our other retirement plans allocated
both to Corporate and Other operations and our business segments. On a consolidated basis, our net pension credit
related to continuing operations amounted to $362 million in 2000 and $201 million in 1999. The increase in
pension plan income came primarily from a reduction in the number of plan participants due to the sale of our
healthcare operations in 1999, increased income on pension assets and amortization of deferred gains. Amendments
to our pension and postretirement plans in 2000 did not have a material effect on our results of operations. The $218
million increase in qualified pension plan income was offset by an increase in general and administrative expenses,
and a reduction of investment income net of interest expense at the. corporate level. General and administrative
expenses at the corporate level, on a gross basis before qualified pension income, were $687 million in 2000
compared to $576 million in 1999. The $111 million increase came primarily from costs incurred during 2000 for
company-wide technology development including enhancement of our Internet capabilities. The decrease in
investment income net of interest expense, from $386 million in 1999 to $303 million in 2000, resulted primarily
from a reduction in invested assets related to sales practices remedies and costs as disbursements were made to
satisfy these liabilities.
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Income from continuing operations before income taxes declined $1.335 billion, from $272 million in 1999 to a loss
of $1.063 billion in 2000. The increase in losses came primarily from a $637 million decline in realized investment
gains, net of losses, and from the former lead-managed underwriting and institutional fixed income businesses of
Prudential Securities, as well as the $141 million decline in adjusted operating income and a $68 million increase in
demutualization expenses.

Closed Block Business

As discussed under “—Overview—Financial Services Businesses and Closed Block Business,” we established the
Closed Block Business effective at the date of demutualization. The Closed Block Business, which represents
results of our Traditional Participating Products segment prior to the demutualization, includes our in force
traditional participating life insurance and annuity products, and assets that will be used for the payment of benefits
and policyholder dividends on these policies, as well as other assets and equity and related liabilities that support
these policies. We have ceased offering these participating policies.

Also concurrently with our demutualization, PHLLC issued the THC debt. We allocated the majority of the net
proceeds from the issuance of the IHC debt to the Financial Services Businesses. However, we expect that the THC
debt will be serviced by the net cash flows of the Closed Block Business over time, and we report results of the
Closed Block Business, including interest expense associated with the THC debt.

Upon the establishment of the Closed Block Business, we transferred $5.6 billion of net assets previously associated
with the Traditional Participating Products segment to the Financial Services Businesses. This capital was initially
allocated to our Corporate and Other operations as of the date of our demutualization. As a result, adjusted operating
income of the Closed Block Business does not include returns on these net assets, which were historically included
in adjusted operating income of the Traditional Participating Products segment.

At the end of each year, the Board of Directors of Prudential Insurance determines the dividends payable for
participating policies for the following year based on its statutory results and past experience, including investment
income, net realized gains over a number of years, mortality experience and other factors. As required by generally
accepted accounting principles, we developed an actuarial calculation of the timing of the maximum future earnings
from the policies included in the Closed Block, and if actual cumulative earnings in any given period are greater
than the cumulative earnings we expect, we will record this excess as a policyholder dividend obligation. We will
subsequently pay this excess to Closed Block policyholders as an additional dividend unless it is otherwise offset by
future Closed Block performance that is less favorable than what we originally expected. The policyholder
dividends we charge to expense within the Closed Block Business will include any such policyholder dividend
obligations that we recognize in addition to the actual policyholder dividends declared by the Board of Directors of
Prudential Insurance. If cumulative performance is less favorable than we expected, the policyholder dividends we
charge to expense within the Closed Block Business will be the actual dividends declared by the Board of Directors.
For the portion of the year ended December 31, 2001 subsequent to the date of demutualization, there was no
required charge to recognize a policyholder dividend obligation.

Operating Results
The following table sets forth the Closed Block Business’s operating results for the periods indicated.
Year Ended December 31,
2001 2000 1999
(in millions)
Operating results: o .
REVEMUES(1) .\ttt et ettt e e e e e e e e $8271 9$8,638 $8,376
Benefits and eXpenses(2) . ... ... e 7,835 8,091 8,060
Adjusted Operating MCOIMIE . . .. ... .ttt ettt et e 436 547 316
Items excluded from adjusted operating income:
Realized investment gains, net of losses and related charges:
Realized investment gains, net of 10SSES . . . ... ... i e (543) 91 338
Related Charges(3) . ..ottt et e e e e e e e e e (512) (445 310)
Total realized investment gains, net of losses md related chafges ................................. (1,055) (354) 28
Income (loss) from continuing operations before income taxes . ............. D $ (619 $ 193 - § 344

(I) Revenues exclude realized investment gains, net of losses.
(2) Benefits and expenses exclude the impact of net realized investment gains on dividends to policyholders.
(3) Related charges consist of the portion of dividends to policyholders attributable to realized investment gains, net of losses.

Prudential Financial 2001 Annual Report 81



Prudential Financial, Inc.

Adjusted Operating Income and Income from Continuing Operations Before Income Taxes

2001 to 2000 Annual Comparison. Adjusted operating income decreased $111 million, or 20%, in 2001 from
2000. The decrease in adjusted operating income reflected $144 million of reserves established in 2001 for death
and other benefits due with respect to policies for which we have not received a death claim but where death has
occurred. We have made substantial efforts to identify policyholders for whom we lack current information and the
$144 million reserve recorded represents a revision to our past estimate of incurred but not reported death claims
and related expenses. Upon demutalization $134 million of this reserve became a liability of the Financial Services
Businesses, and any subsequent reestimation of the liability (upward or downward) will be included in adjusted
operating income of the Financial Services Businesses. Additionally, the effect of aging of policies in force on
policyholder benefits and related reserves exceeded the returns on the underlying assets. These developments were
partially offset by a $141 million reduction in the charge for policyholder dividends, a $56 million reduction in
amortization of deferred policy acquisition costs, and a $26 million decline in operating expenses. The $141 million
reduction in the charge for policyholder dividends, which excludes the portion of the dividend related to net realized
investment gains, reflects dividend scale changes for 2002. Income from continuing operations before income taxes
amounted to a loss of $619 million in 2001, compared to income of $193 million in 2000, with the decline primarily
due to a $701 million decrease in realized investment gains, net of losses and related charges. For a discussion of
realized investment gains and losses, and charges related to realized investment gains and losses, see
“—Consolidated Results of Operations—Realized Investment Gains.”

2000 to 1999 Annual Comparison. Adjusted operating income increased $231 million, or 73%, in 2000 from 1999,
The increase came primarily from a $180 million increase in investment income, net of interest expense, and a $93
million decline in operating expenses. Income from continuing operations before income taxes decreased $151
million, or 44%, in 2000 from 1999, primarily as a result of a $382 million decline in realized investment gains, net
of losses and related charges, partially offset by the increase in adjusted operating income.

Revenues

2001 to 2000 Annual Comparison. Revenues, as shown in the table above under “—Operating Results,” decreased
$367 million, or 4%, in 2001 from 2000. Premiums decreased $105 million, or 2%, from $4.355 billion in 2000 to
$4.250 billion in 2001, as an increase in paid-up additions which represent additional insurance purchased with
policyholder dividends was more than offset by lower renewal premiums. We expect the decline in premiums for
this business to continue as the policies in force mature or terminate over time, as we have discontinued sales of
traditional participating products in connection with our demutualization. Net investment income decreased $275
million, or 7%, from $4.172 billion in 2000 to $3.897 billion in 2001. The decrease, which was partially offset by a
$118 million decrease in interest expense, as discussed below, reflects a decline in the general account invested
assets supporting this business due to a lower level of borrowing activity, and a lower investment yield.

2000 to 1999 Annual Comparison. Revenues increased $262 million, or 3%, in 2000 from 1999. Premiums were
relatively unchanged, amounting to $4.355 billion in 2000 and $4.303 billion in 1999, as an increase in paid-up
additions which represent additional insurance purchased with policyholder dividends was essentially offset by
lower first year and renewal premiums. Paid-up additions, along with policyholder dividends, have continued to
grow as the average length of time our traditional whole life insurance policies have been in force increases. The
decline in first year and renewal premiums reflects a shift in our sales during recent years away from traditional
whole life into variable life insurance products. We believe the trend from traditional whole life to variable life
reflects shifts in industry-wide consumer demand, and we expect this trend to continue in the future. Net investment
income increased $261 million, or 7%, from $3.911 billion in 1999 to $4.172 billion in 2000. The increase, which
was partially offset by an $81 million increase in interest expense, as discussed below, resulted from an increase in
investment yield and an increase in the base of general account invested assets.

Benefits and Expenses

2001 to 2000 Annual Comparison. Benefits and expenses, as shown in the table above under “—Operating
Results,” decreased $256 million, or 3%, in 2001 from 2000. Interest expense declined $118 million, from
$152 million in 2000 to $34 million in 2001, primarily due to a lower level of borrowing activity associated with the
decrease in investment income. Amortization of deferred policy acquisition costs decreased $56 million, from $269
million in 2000 to $213 million in 2001, as these costs became fully amortized on a portion of this business.
Operating expenses, including distribution costs that we charge to expense, decreased $26 million, or 3%, from
$771 million in 2000 to $745 million in 2001, as a result of our continued efforts to reduce operating cost levels.

While there can be no assurance that our anticipated cost reductions will be fully achieved, we believe that our cost
reduction initiatives will reduce operating expenses of the business included in the Closed Block Business below

82 Growing and Protecting Your Wealth



Prudential Financial, Inc.

2000 levels by approximately $100 million on an-annual basis in 2002, including a reduction of .about $40 million
below the level of 2001, and that reduced expenses resulting from these initiatives will benefit results of this
business thereafter. However, under the terms of ‘the Closed Block, expenses of the Closed Block will be based on a
formula representing historical expenses attributable to the Closed Block. To the extent actual expenses of the
Closed Block Business vary in the future from those established pursuant to the formula, the variance (positive or
negative) will inure to the financial results of our Financial Services Businesses. These variances will be treated as
adjustments in determining the earnings applicable to our Common' Stock and Class B Stock. Adjusted operating
income of the Closed Block Business included costs of implementing our expense reduction program amounting to
$48 million in 2001 and $52 million in 2000.

Policyholder benefits and related changes in reserves, including interest credited to policyholders, increased $84
million, from $4.638 billion in 2000 to $4.722 billion for 2001. The increase in benefits and reserves resulted from
death benefits, including $138 million of reserves recorded in 2001 for death and other benefits due with respect to
policies for which we have not received a death claim but'where death has occurred, and the aging of policies in
force, as well as insurance claims relating to the September 11, 2001 terrorist attacks on the United States, which
resulted in net losses of approximately $10 million. Partially offsetting these items is a reduction in the amount of
reserves established for new and renewal busmess cons1stent with our dxscommuauon of sales of traditional
products discussed above. ’ . .

Dividends to policyholders, which excludes the portion of dividends relating to net realized investment gains as
discussed under “—Consolidated Results of Operations—Realized Investment Gains” above, amounted to $2.121
billion in 2001, a decrease of $140 million, or 6%, from $2.261 billion in 2000. There was no -adjustment to the
dividend scale in 2001 from the scale of 2000. The decrease relates to the portion of our dividend provision related
to dividends for the subsequent year and reflects dividend scale changes for 2002 based on evaluation of the
experience underlying the dividend scale.

2000 to-1999 Annual Comparison. Benefits and expenses. were essentially unchanged in 2000 from 1999. An $81
million increase in interest expense, from $71 million in 1999 to $152 million in 2000, relates primarily to a higher
level of borrowing activity associated with the increase in investment income. Policyholder benefits and related
changes in reserves and interest credited to pohcyholders increased $76 million, from $4.562 billion in 1999 to
$4.638 billion in 2000, reflecting the continued increase in the length of time that the policies have been in force.
Operating expenses, including distribution costs. that we charge to expense, decreased $96 million, or 11%, from
$867 million in 1999 to $771 million in 2000, as a result of our continued efforts to reduce operatmg cost levels
which resulted in reduced employee costs.

Dividends to policyholders, which excludes the portion of dividends relating to net realized invéstment gains as
discussed under “—Consolidated Results of Operations—Realized Investment Gains” above, amounted to $2.261
billion in 2000, relatively unchanged from $2.246 billion'in 1999. There was no adjustment to the dividend scale for
2000 from the scale for 1999. Mortahty expenence for both 2000 and 1999 was consistent, on an overall basis, with
our pricing assumptions. :

Sales Results ‘ '

New statutory premiums from sales of tradmonaj participating 1nd1v1dual life insurance products amounted to $36
million for the year ended December 31,2001, $49 million for 2000, and $61 million for 1999. The limited sales of
these products reflect a continuing shift in our sales during recent years away from traditional whole life into
variable life insurance products. We ceased sales of tradmonal part101patmg products in connection with our
demutualization.

"

Policy Surrender Experience ' ‘ ‘
The following table sets forth policy surrender experience for the Closed Block Business, measuréd by cash value of
surrenders, for the penods indicated. These amounts do'n'ot'correspond to the income statement impact of surrenders
under GAAP. In managing this busmess, we ‘analyze theé cash value of surrenders because it is a measure of the
degree to which policyholders are maintaining their in force business with us, a driver of future profitability.

Year Ended December 31,
2001 2000 1999

. - i o : ($ in millions)
Cash valueof surrenders .. ..................... P F S N P L. $1,246 0 $1,217 0 $1,226

Cash value of surrenders as a percentage of mean future policy benefit reserves .. . ...... Lo . L 27%  27% 2.9%
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2001 to 2000 Annual Comparison. The total cash value of surrenders increased $29 million, or 2%, from 2000 to
2001, primarily as a result of our efforts to locate policyholders in connection with our demutualization. The level of
surrenders as a percentage of mean future policy benefit reserves was unchanged from 2000 to 2001.

2000 to 1999 Annual Comparison. The total cash value of surrenders was essentlally unchanged from 1999 to
2000. Traditional life policy surrenders reflected $109 million of surrenders in 2000 associated with the
implementation of the sales practices remediation program. The levels of surrenders as a percentage of mean future
policy benefit reserves remained relatively constant from 1999 to 2000.

Liquidity and Capital Resources

Prudential Financial .

Prudential Financial’s pnnc1pal source of revenues to meet its, obhgatlons mcludlng the payment of shareholder
dividends, debt service, capital contributions to subsidiaries as may be required, and operating expenses, are
dividends and interest income from its direct and indirect subsidiaries. At December 31, 2001, Prudential. Financial
had substantial excess cash liquidity, including cash and short-term investments of approximately $4.4 billion as a
result of $6.0 billion of funds received in the fourth quarter of 2001, less_net application of $1 6 b11110n of funds to
our operating businesses. The $6.0 billion of funds received were from the following sources: C

* net proceeds from the initial public offering, including the underwriters’ exercise of their opt10n to purchase 16.5
. million additional shares, of $3.337 billion;

+ the net proceeds from the offering of the equity security un1ts 1ncludmg the underwnters exerc1se of the1r optlon
to purchase 1.8 million additional units, of $663 million; : ‘

* net proceeds from the issuance of the Class B Stock of $167 milhon and net proceeds from the IHC debt of
$1.218 billion; and

« dividends in late December 2001 from our property and casua]ty insurance’ SubSldlaIy of $525 million and from
our asset management sub51d1ary of $4O million. - :

The net uses of $1.6 billion of funds at our operatmg busmesses .were cornprised pnmanly of cap1tal conmbutlons
and loans to several operatmg unlts

Approximately $2.3 brlhon of the $4.4 billion cash and short-term irivestments at Prudential Financial as of
December 31, 2001, were applied in early 2002 to pay cash demutualization consideration to eligible policyholders
in our demutualization. Prudential Financial remains obligated to disburse further payments of approximately $800
million, representing demutualization consideration for eligible policyholders we were unable to locate. To the
extent we are unable to locate these policyholders within a prescribed period of time specified by state escheat laws,
typically three to seven years, the funds must be remitted to governmental authorities.

We anticipate that Prudential’ Financial will establish several financing programs to satisfy needs for cash and
capital at the parent company level and for the destacked subsidiaries and will eventually serve as the primary
financing company for the destacked subsidiaries. Prudential Funding, LLC (“Prudential Funding”), a wholly owned
subsidiary of Prudential Insurance, has h1stor1ca]1y served as the primary financing company for Prudential
Insurance and its subsidiaries as discussed under “—Financing Activities” below and will continue to provide a
limited amount of financing for the destacked subsidiaries. Rating organizations have assigned lower credit ratings
to Prudential Financial than Prudential Funding. As a result, we expect that some of our financing costs will increase
as we transition existing fmancmg from Prudential Funding to Prudential Financial.

On the date of demutualization, Prudential Financial made a capital contribution of approximately $1.03 billion to
Prudential Insurance to replenish the reduction of its capital in that amount which resulted from distribution of
demutualization compensation to some policyholders in the form of policy credits rather than Common Stock or
cash. The capital contribution was financed with the proceeds from the purchase by Prudential Insurance of a series
of notes issued by Prudential Financial with market rates of interest and maturities.ranging from nineteen months to
three years.

On January 22, 2002, Prudential Financial’s Board of Directors authorized the purchase of up to $1 billion of its
Common Stock. The timing and amount of any purchases of Common Stock under the authorization will be
determined by management based on market condition and other considerations, and such purchases may be
effected by market or negotiated transactions, including programs adopted under Rule 10b5-1 of the Securities
Exchange Act of 1934. ' ‘
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Our insurance, broker-dealer and various other companies are subject to regulatory limitations on the payment of
dividends and on other transfers of funds to affiliates. For the reason noted in the following paragraph, the ability of
Prudential Insurance to pay stockholder dividends will be constrained in the initial years following demutualization.
The principal sources of funds to meet Prudential Financial’s obligations, including the payment of dividends to its
stockholders, will be the net proceeds, after the foregoing cash payments to eligible policyholders, from the initial
public offering of its Common Stock, the offering of the equity security units and the net proceeds from issuances of
the Class B Stock and THC debt, as wel] as d1v1dends from the destacked subsidiaries, and interest and fee payments
from subsidiaries. ‘ »

New Jersey insurance law provides that, except in the case of extraordinary dividends or distributions, all dividends
or distributions paid by Prudent1al Insurance may- be declared or paid only from unassrgned surplus, as determined
pursuant to statutory accounting’ pnncrples less unrealized investment gains and revaluation of assets. Upon
demutualization, unassigned surplus was reduced to zero, thereby limiting Prudential Insurance’s ability to pay a
dividerid immediately following’ demutualization. As of December 31, 2001, Prudential Insurance’s unassigned
surplus was $228 million, and there were no applicable adjustments for unrealized investment gains or revaluation
of assets for purposes of the foregoing law regarding dividends and distributions. Dividendable funds are expected
to_grow thereafter in the ordinary course of business over time. Prudential Insurance also must notify the New
Jersey insurance regulator ‘of its intent to pay a dividend, if the dividend, together with other dividends or
distributions made within the preceding twelve months, would exceed a specified statutory limit and obtain a non-
disapproval from the New Jersey insurance regulator. The current statutory limitation applicable to New Jersey life
insurers generally is the greater of:

(1) 10% of such 1nsurer s surplus-as regards policyholders as of the December 31 next preceding the date of the
proposed dividend or distribution or

{2) the net gain from operations of -such insurer, not mcludmg realized investment gains, for the 12-month period
ending the December 31 next preceding the date of the proposed dividend or distribution,

in each case determined under statutory ‘accounting principles. Statutory accounting principles differ from GAAP
primarily in. relation to deferred policy acquisition costs, deferred taxes, reserve calculation assumptions and
required investment reserves, including the asset valuation reserve and the interest maintenance reserve. The New
Jersey insurance regulator is also authorized to disallow the payment of any dividend or distribution that would
otherwise be permitted under the statutory limit if it determines that a company does not have a reasonable surplus
as to policyholders relative to its outstanding liabilities and adequate to its financial needs or if it finds such
company to be in a hazardous financial condition. The terms of the IHC debt also contain restrictions potentially
limiting dividends by Prudential Insurance applicable to the Financial Services Businesses in the event the Closed
Block Busmess is in financial distress and other c1rcumstances

Other states and foreign jurisdictions have similar regulations to those of New Jersey which affect the ability of our
other insurance companies to pay dividends. The laws regulating dividends of the other states and foreign
jurisdictions where our other insurance companies are domiciled are similar, but not identical, to New Jersey’s. In
addition, the net capital rules to which our broker-dealer subsidiaries are subject may limit their ability to pay
dividends to Prudential Financial.

Consolidated Liquidity and Financial Leverage Management

We manage our liquidity and capital resources on a company-wide basis, as well as by legal entity and business,
recognizing regulatory restrictions on transfers of funds among entities engaged in the insurance, securities and
other businesses.

We seek to manage our consolidated liguidity position so that we have, on a cost-effective basis, adequate resources
to satisfy operating cash requirements and investment objectives, as well as to fund business growth. We also seek
to manage our liquidity so that we have adequate sources of funding to support our needs under stress scenarios so
that we can meet our obligations without materially disrupting our operating and investing activities.

We borrow money on an ongoing basis to support our business operations and strategies and seek to do so in a
manner consistent with maintaining and seeking to improve our current credit ratings. We manage our borrowing
according to company-wide, legal entity and business borrowing limits, which are monitored by our Treasurer’s
department and reviewed regularly by the Finance Committee of the Board of Directors. To this end, we monitor a
number of financial leverage measures on a legal entity and on a consolidated basis, including our ratios of
corporate debt to capital, liabilities to equity capital, liquid assets to short-term liabilities, and various other
capitalization and liquidity ratios. We seek to reduce our liquidity and refinancing risks by employing a variety of
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liability management techniques, including staggering of maturities, - actively utilizing - alternative sources of
financing, investor base diversification, and maintaining lines of credxt in excess of tthe amount we believe will
actually be requlred in a stress scenario. “ ‘ :

Financing Activities ‘

Our financing principally consists of unsecured short- and long -term debt borrowmgs and asset based or secured
forms of financing. These secured financing arrangements include transactions such as securities lendlng and
repurchase agreements, which we generally use to finance portfolios of liquid securities.

Prudential Funding historically has served as a financing company for Prudential Insurance and its subsidiaries and
has facilitated the centralized management of most unsecured borrowing arrangements with unrelated parties on a
company-wide basis. Prudential Funding borrows funds pnmanly through the direct issuance of commercial paper,
private placement medium-term notes, Eurobonds, Eurocommercial paper, and Euro medium-term notes and lends
the proceeds of its borrowings to Prudential Insurance and its subsidiaries, generally at cost. Borrowings of the
destacked subsidiaries from Prudential Funding have been repriced to market terms as of the date of
demutualization. Prudential Securities also engages in external unsecured financing. We anticipate that Prudential
Funding’s outstanding borrowmgs will decline over time as it transitions into a ﬁnancmg company primarily for
Prudential Insurance and its remaining subsidiaries. We anticipate that our other companies will borrow on market
terms from third parties. .

Under a support agreement, Prudential Insurance has agreed to maintain Prudential Fundmg S posmve tanglble net
worth at all times. We manage Prudential Funding’s borrowings so that cash inflows from the operating companies
to Prudential Funding are sufficient to meet Prudential Funding’s debt service requ1rements Prudential Funding also
generally maintains cash and short-term investments that can be used in the event of cash flow. timing differences. -

Prudential Insurance and Prudential Funding have unsecured committed lines of credit totaling $4.1 billion, of
which $1.5 billion expires in October 2002, $0.1 billion expires during 2003, $1.0 billion expires in May 2004, and
the remaining $1.5 billion expires in October 2006. Borrowings under the facility expiring in October 2002 must
mature no later than October 2003, and borrowings under the other facilities must mature no later than the
respective expiration dates of the facilities. The facility expiring.-in May 2004 includes 33 financial institutions,
many of which are also among the 27 financial institutions participating in the other facilities. Up to $2.5 billion of
the amount available under these facilities can be utilized by Prudential Financial. The $2.5 billion consists of $500
million, $1.0 billion and $1.0 billion made available under the facilities expiring in October 2002, May 2004 and
October 2006, respectively. We use these facilities primarily as back-up liquidity lines for-our commercial paper
programs. Our ability to borrow under these facilities is conditioned on our continued satisfaction of customary
conditions, including maintenance at all times by Prudential Insurance of total adjusted capital of at least $5.5
billion based on statutory accounting principles prescribed under New Jersey law. Prudential Insurance’s total
adjusted capital as of December 31, 2001 was $10.0 billion. The ability of Prudential Financial to borrow under
these facilities is conditioned on its maintenance of consolidated net worth of at least $12.5 billion, based on GAAP.
Prudential Financial’s consolidated net worth totaled $20.5 billion as of December 31, 2001. In addition, we have an
uncommitted credit facility utilizing a third-party-sponsored, asset-backed. commercial paper conduit, under which
we can borrow up to $1.0 billion. Our actual ability to borrow under this facility depends on market condluons -This
facility expires in June 2002. We also use uncommitted lines of credit from banks and other financial 1nst1tutxons
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The following table sets forth our outstanding financing as of the dates indicated:

As of December 31,
2001 2000
(in millions)

Borrowings:
General obligation short-term debt . ... ... ... e $ 5334 $11,131
General obligation long-term debt: » '
Seniordebt .................. R 2,042 1,454
SUIPIUS NMOLES . . . . .o e e e 989 988
Total general obligation long-termdebt .......... B R, 3,031 2,442
Total general obligations ....... ... ... .. . .. . ... P 8,365 13,573
Total limited and non-recourse borrowing(1) ... . ... T e o 2,344 60
Total bOTTOWINgS . . .. ... e 10,709 13,633
Total asset-based fiNaNCING . . . .. ottt it e e 24,683 32,590
Tota[ borrowings and asset-based financings . .. ... e $35,392 $46,223

(1) As of December 31, 2001, $1.75 billion of limited and non-recourse debt is within the Closed Block Business.

Our total borrowings consist of amounts used for general corporate purposes, investment related debt, securities
business related debt, and debt related to specified other businesses. Borrowings used for general corporate purposes
include those used for cash flow timing mismatches, and investments in equity and debt securities of subsidiaries
including amounts needed for regulatory capital purposes. Investment related borrowings consist of debt issued to
finance specific investment assets or portfolios of investment assets, including real estate, real estate related
investments held in consolidated joint ventures, and institutional spread lending investment portfolios. Securities
business related debt consists of debt issued to finance primarily the liquidity of our broker-dealers, and our capital
markets and other securities business related operations. Debt related to specified other businesses consists of
borrowings associated with consumer banking activities, real estate franchises, and relocation services. Borrowings
under which either the holder is entitled to collect only against the assets pledged to the debt as collateral, or has
only very limited rights to collect against other assets, have been classified as limited and non-recourse debt.

Our borrowings as of December 31, 2001 and December 31, 2000, categorized by use of proceeds, are summarized
below:

December 31, December 31,
2001 2000

(in millions)

General obligations:

General COTPOTate PUIPOSES . . ..ottt t e et ittt te e et e et e e ee e ne s $ 2,667 $ 3,158
INVEStMent related ... ... et " 1420 5,254
Securities business related . ... ...ttt e 3,123 4,426
Specified Other BUSINESSES .. ... ...ttt e 1,155 735
Total general obligations .................... ... ciiinna.. BT 8,365 13,573

Limited and nOn-r8COUSE Aebt . . .. .. oottt et i et e e e 2,344 60
Total borrowings ... ... ... i et e $10,709 $13,633

ong-term bt . . . e e e $ 5,304 $ 2,502
SOOI de bt . . . . o e e e e e 5,405 11,131
Total borrowings ... ... ... .. . e - $10,709 $13,633

Borrowings of Financial SErvICES BUSIMESSES - - - vt et e e e e e e e et e et e e e e $ 8,959 $12,369
Borrowings of Closed Block Business . .. .. e e 1,750 1,264
Total borrowings . ... ... .. .. .. e $10,709 $13,633

Total borrowings and asset-based financing at December 31, 2001 decreased approximately $10.8 billion, or 23%,
from December 31, 2000, reflecting a $5.7 billion decrease in short-term debt, a $2.8 billion increase in long-term
debt, and a $7.9 billion decrease in asset-based financing. The decline in short-term debt resulted from decreases in
our debt-financed investment portfolios, reductions in subsidiary debt in our insurance operations with cash raised at
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the time of demutualization, and reductions in bank borrowings associated with our broker-dealer operations. Long-
term debt increased due to the issuance by PHLLC of $1.75 billion of THC debt related to the establishment of the
Closed Block Business. We have classified this debt as limited and non-recourse. In addition, long-term debt has
also increased $599 million due to the acquisition of Gibraltar Life. The decline in asset-based financing relates
primarily to reductions in asset-based financed positions in our spread and hedge portfolios.

Our short-term debt includes bank borrowings and commercial paper outstanding under Prudential Funding’s
domestic and European commercial paper programs. The weighted average interest rates on the commercial paper
borrowings under these programs were 4.22% for the year ended December 31, 2001; 6.31% for 2000 and 5.11%
for 1999. The total principal amount of debt outstanding under Prudential Funding’s medium-term note programs
was $2.0 billion at December 31, 2001; $1.6 billion at December 31, 2000 and $1.8 billion at December 31, 1999.
The weighted average interest rates on Prudential Funding’s long-term debt, in the aggregate, were 5.94% for the
year ended December 31, 2001; 6.67% for 2000 and 5.61% for 1999. See Note 11 to the Consolidated Financial
Statements for additional information on our short-term and long-term debt.

We had outstanding surplus notes totaling $989 million at December 31, 2001 and $988 million at December 31,
2000. These debt securities, which are included as surplus of Prudential Insurance on a statutory accounting basis,
are subordinate to other borrowings and to policyholder obligations and are subject to regulatory approvals for
principal and interest payments.

The ratings assigned by independent rating agencies are an important determinant of the market acceptance and cost
of our financing through commercial paper, medium-term notes, surplus notes and other indebtedness.

We use interest rate swaps to convert some of our fixed rate long-term debt to floating rates of interest and to
convert some of our floating rate long-term debt to fixed rates of interest, to match the interest rate sensitivity of the
positions financed. We hedge currency risks related to non-United States dollar borrowings by using foreign
currency swaps and/or foreign exchange forward contracts. See “Quantitative and Qualitative Disclosures About
Market Risk—Risk' Management, Market Risk and Derivative Instruments—Other Than Trading Activities—
Market Risk Related to Foreign Currency Exchange Rates below.

IHC Debt

Prudential Financial issued shares of Class B Stock to institutional 1nvestors in a private placement concurrently
with the initial public offering of Common Stock. In connection with and at the time of the issuance of the Class B
Stock, PHLLC also issued the IHC debt, a portion of which is insured by a bond insurer. We expect that the IHC
debt will be serviced by, and holders of the Class B Stock will receive as dividends, net cash flows of the Closed
Block Business over time. if and when such funds are dividended out of Prudential Insurance.

Insurance, Annuities and Guaranteed Products Liquidity

Qur principal cash flow sources from insurance, annuities and guaranteed products are premiums and annuity
considerations, investment and fee income, and investment maturities and sales. We supplement these cash inflows
with financing activities. We actively use our balance sheet capacity for financing activities on a secured basis
through securities lending, repurchase and dollar roll transactions and on an unsecured basis for temporary cash
flow mismatch coverage. Historically, we have also used our balance sheet capacity to earn additional spread
income, primarily through our debt-financed investment portfolio included in Corporate and Other operations,
although this portfolio was substantially reduced in 2001.

Cash outflow requirements principally relate to benefits, claims, dividends paid to policyholders, and payments to
contract holders as well as amounts paid to policyholders and contract holders in connection with surrenders,
withdrawals and net policy loan activity. Uses of cash also include commissions, general and administrative
expenses, purchases of investments, and debt service and repayments in connection with financing activities. Some
of our products, such as guaranteed products offered to institutional customers of the Employee Benefits division,
provide for payment of accumulated funds to the contract holder at a specified maturity date unless the contract
holder elects to roll over the funds into another contract with us. We regularly monitor our liquidity requirements
associated with policyholder and contractholder obligations so that we can manage cash inflows to match
anticipated cash outflow requirements.

Gross account withdrawals, including those of Gibraltar Life,‘ which we acquired in April 2001, amounted to $9.014
billion in the year ended December 31, 2001 and $8.165 billion in the year ended December 31, 2000. These
withdrawals include contractually scheduled maturities of traditional guaranteed investment contracts totaling
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$1.671 billion in the year ended December 31, 2001 and $1.785 billion in the year ended December 31, 2000. We
experienced these large withdrawals on guaranteed products. as a result of contractual expirations of products sold-in
the late 1980s and early 1990s. Since these confractual withdrawals, as well as the level of surrenders experienced,
were consistent with our assumptions. in asset habrhty management, the assoc1ated cash outflows did not have an
adverse 1mpact on our overall hqurdrty | ;

Interest rate ﬂuctuatrons can affect the trmmg of cash ﬂows assocrated with our insurance: and annurty liabilities as
well as the value of the assets supporting these obligations. Changes in interest rates and other market conditions
can-also expose us to the risk of accelerated surrenders as policyholders and contract holders are attracted to
alternative products. We seek to maintain an appropriate match between our assets and liabilities so that we can
satisfy the changing cash flow requirements associated with interest rate fluctuations. In response to interest rate
changes, we can alter our strategies for investment of new cash flows, adjust credited interest rates if and to the
extent permitted by contracts, and adjust the pncmg of new products. We can also adjust dividend scales on our
participating products. ‘ : \

We closely monitor surrenders and withdrawals for our life insurance and annuity contracts. Upon policy surrender,
life insurance policyholders are surrendering the life insurance protection in addition to their investment in the
contract, which would typically require new underwriting and acquisition costs to replace. Therefore, our exposure
to increased surrenders is considerably less for life insurance policies than for annuities. In addition, many of our
contracts contain provisions that dlscourage early surrender. Market valué adjustment features in some contracts
providé for adjustments of the amount available in the event of surrender to reflect changes in the value of the
underlying investments. We deduct policy loans, which we report’ as assets, from amounts available on surrender.
Some contracts impose surrender charges that we deduct in the event of surrender before specrfred dates.

We use these surrender charges and other contract'prov1s1_ons to mitigate the extent, timing and profitability impact
of withdrawals of funds by customers from annuity contracts. The following table sets forth withdrawal
characteristics of our annurty reserves and depos1t habrhtles (baséd on statutory liability values) as of the’ dates
indicated.
As of December 31,
2001 2000

% of % of
Amount Total Amount Total

($ in mitlions)

Not subject to discretionary withdrawal provisions ... ........... L $36,935 38% $38,184  41%
Subject to discretionary withdrawal, with adjustment: KR
With market value adjustment . .......... .. e 19,727 21% 22,602 24%
Atmarketvalue., . ....... i T e el T RS AT U LUK e 24906 ~ - 26% 25,508 27%
At contract value, less surrender charge Of ST OTMIOTE . ..ottt 7,166 7% 1,330 1%
Subtotal ............. S T S 88,734 92% 87,624 93%
Subject to discretionary withdrawal at contract value with no:sutrender charge or surrender charge of - L
lesSthan S%. . ... oot et e e e DU e e 7,224 . 8% 6,746 7%
Total annuity reserves and deposit liabilities ... .. P e ool $95958 0 '100% $94,370 100%

f

We sell variable life insurance products that contam both general and separate account components, with the bulk of
account balances in separate accounts. The prmmpal product of this type, Vanable Appreciable Life, also imposes
surrender charges for the first ten years after issuance. In addition to the rlght to surrender, policyholders may transfer
account balances between the geneéral account and the separate account components, subject to limitations on the
amount transferred and only within a 30-day period following each anniversary of the policy. As of December 31,

2001 and 2000, general account balances for variable life insurance products other than single-payment life were $1.9
billion and $1.8 billion, respectively, while' separate account balances were $13.0 billion and $13.9 billion,
respectively. The table abové includes as of December 31, 2001, $5.881 billion of annuity reserves and deposit
liabilities of Gibraltar Life, which we acquired in April 2001. Gibraltar Life’s asséts and liabilities were substantially
restructured under a reorganization concurrent with our acquisition, which included the imposition of special
surrender penalties on existing policies according to the following schedule (for each year ending March 31):

2002 2003 2004 2005 2006 2007 2008 2009
15% 14% 12% 10% 8% 6% 4% 2%
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We believe that cash flows from operating and investing activities of our insurance, annuity and guaranteed
products operations are adequate to satisfy liquidity requirements of these operations based on our current liability
structure and considering a variety of reasonably foreseeable stress scenarios. The continued adequacy of this
liquidity will depend upon factors including future securities market conditions, changes in interest rate levels and
policyholder perceptions of our financial strength, which could lead to reduced cash inflows or increased cash
outflows. As of December 31, 2001 and 2000, we had short-term investments of approximately $4.9 billion and $5.0
billion, respectively, and fixed maturity investments classified as “available for sale” with fair values of $109.9
billion and $83.8 billion at those dates, respectively. At December 31, 2001, the fair value of fixed maturities
available for sale included $17.6 billion related to Gibraltar Life. Additionally, the increase in fixed maturities
classified as “available for sale” in the 2001 reflects our reclassification, as of January 1, 2001, of $12.1 billion fair
value of fixed maturity investments that were previously classified as “held to maturity” concurrently with our
adoption of new accounting standards for derivative instruments and hedging activities as required by guidance
issued by the Financial Accounting Standards Board. The latter portfolios are comprised primarily of investment
grade corporate bonds and United States government obligations, substantially all of which we consider to be highly
liquid and can be sold and/or pledged in financing transactions.

Securities Operations Liquidity

Prudential Securities Group Inc. maintains a highly liquid balance sheet with substantially all of ifs assets consisting
of securities purchased under agreements to resell, short-term collateralized receivables from clients and broker-
dealers arising from securities transactions, marketable securities, securities borrowed and cash equivalents.
Prudential Securities Group’s assets totaled $22.8 billion at December 31, 2001 and $25.8 billion at December 31,
2000. Prudential Securities Group’s total capitalization, including equity, subordinated debt and long-term debt, was
$3.3 billion at December 31, 2001 and $3.4 billion at December 31, 2000. In October 2000, we announced that we
would terminate our institutional fixed income activities which constituted the major portion of the debt capital
markets operations of Prudential Securities Group. As indicated above, our termination of institutional fixed income
activities resulted in a reduced level of asset-based financing at Prudential Securities Group and on a consolidated
basis. At December 31, 2001, Prudential Securities Group had remaining assets amounting to approximately $1.7
billion related to its institutional fixed income activities, as compared to $2.0 billion at December 31, 2000 and $17
billion at December 31, 1999, Substantially all of these assets were financed by means of asset-based borrowings.

Prudential Securities Group finances its balance sheet through asset-backed financing, including repurchase
transactions, securities lending arrangements and free credit balances in customers’ accounts, as well as internal
short-term and long-term borrowings from Prudential Funding, uncommitted lines of credit from banks and other
financial institutions and the asset-backed commercial paper market.

Hedge Portfolios, Commercial Mortgage Securitization and Proprietary Investments and Syndications
Operations Liquidity

Our Asset Management division includes our hedge portfolios, the commercial mortgage securitization operation
and proprietary investments and syndications. The hedge .portfolios are financed through securities repurchase
agreements and other securities financing activity and to a lesser extent unsecured borrowing. The underlying
securities are government securities or corporate bonds and are generally liquid. The commercial mortgage
securitization operation is financed by loans from Prudential Funding and by pledging assets to a third-party asset-
backed commercial paper conduit. We generally finance the mortgages until a portfolio accumulates that is large
enough to securitize and sell, which currently takes approximately 180 to 270 days, a period that we expect will
shorten when we have a more fully developed process for accumulating mortgages. The commercial mortgage
securitization operation’s portfolio is less liquid than publicly traded securities. To mitigate those risks in this
portfolio we use an alternative asset-backed commercial paper conduit and maintain a higher proportion of long-
term financing to support these activities. In addition, we acquire public and private debt and equity investments,
including controlling interests, of domestic and international companies, with the intention of selling them to
institutional investors, including Prudential’s general account. We acquire the investments with equity or short- or
long-term debt depending on the liquidity and anticipated time for selling the investment. '
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Non-Insurance. Contractual Obligations . :

The following table presents.our contractual cash ﬂow commitments on short-term and long -term debt, equity
security units and operating leases. See Notes 11, 12 and 21 to the Consolidated Financial Statements for additional
information on our short-term and long-term debt, equity security units and operating leases. This table does not
reflect our obligations under our insurance, annuity and guaranteed products contracts.

* .. © . PaymentDue by Period

Less -
. than 1-3 4-5 After §
Total. 1Year Years Years Years

S : . . ‘ (in millions)
Short-term and long-term debt ............ e . 310,709 $5405  $1,123 § 133 $4,048
Equity security units .............. P " 690 — — 690 —

. Operating leases . :....... R e S P TIN S ey 0 1915 J311 480 363 761

Total....................oos. R R Lodesene. 8133140 35716 - $1,603 . 81,186 $4,809

During the normal course of our busmess we utilize financial mstruments with off- balance sheet credit risk such as
commitments, financial guarantees and letters of credit. Commitments include commitments to purchase and sell
mortgage loans, the underfunded portion of commitments to fund investments in private placement securities and
unused credit card and home equity lines.

In connection with our consumer banking business, loan commitments for credit cards, home equ1ty lines of credit
and other lines of credit include agreements to lend up to specified limits to customers. It is anticipated that
commitment amounts will only be partially drawn down based on overall customer usage patterns and, therefore, do
not necessarily represent future cash requirements. We evaluate each credit decision on such commitments at least
annually and have the ability to cancel or suspend such lines at our option. The total available lines of credit card,
home equity and other comnutments were $1.415 billion, of which $569 m11110n remains available at December 31,
2001. : ‘ -

Other commitments primarily include commitments to purchase and sell mortgage loans and the unfunded portion
of commitments to fund investments in private placement securities. These mortgage loans and private placement
commitments were $2.029 b11110n of Wthh $1 083 b11110n remam available at December 31, 2001.

We also pr0v1de financial guaxame‘es incidental to other transactions and letters of credit that guarantee the
performance of customers to third parties. These credit-related financial instruments have off-balance shéet credit
risk because only their .origination fees, if any,.and accruals for probable losses, if any, are recognized until.the
obligation under the instrument is, fulfilled or expires. These instruments can extend for several years and
expirations. are not-concentrated.in any period. We seek to control credit risk associated with these instruments by
limiting credit, maintaining .collateral . where -customary and appropriate -and performing other monitoring
procedures. At December 31, 2001 financial guarantees and letters of credit issued were $341 million.

Off- Balance Sheet Arrangements S .

We utilize special purpose entities (“SPE’s ") for several business purposes. Our principal use of SPE’s has been in
connection with our existing commercial mortgage securitization business. The institutional fixed income business
of Prudential Securities, which we exited in 2000, also conducted securitization activities. In those securitizations,
mortgage loans or other receivables are sold to an SPE that issues debt and residual initerests backed by the cash
flows of the SPE’s assets. In many of these transactions, we have no further continuirg involvement in the assets or
activities of the SPE except for retained servicing. In others, we may retain subordinated debt or a non-contiolling
portion of the equity of the SPE or -may provide asset management services to the SPE. Our position as asset
manager is controlled by third party investors in the SPE, who have the ability to terminate our services. We have
also used SPE’s in connection with the sale of investments, primarily real estate. In these transactions, at the time of
sale, the investment is transferred to the SPE and is no longer included on our balance sheet. In other instances in
which we utlhze SPE’s, such as structured financings and acquisitions, the SPE’s are fully consolidated in our
financial statements. We do not have any transactions, arrangements or other relationships with unconsohdated
entities or other persons that are reasonably likely to have a material effect on our liquidity or our access to or
requirements for-capital resources. In addition, we do not have relationships with any unconsolidated entities that
are contractually limited to narrow activiti€s that facilitate our transfer of or access to assets.
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We enter into over-the-counter market transactions primarily for the purpose of hedging interest rate.and foreign
exchange risk. In addition, we may take positions in foreign currencies, precious and base metals. These activities
are executed in highly liquid markets, and the fair values generated- mternally are compared to third-party
valuations, usually on a daily basis, during the lives of the contracts.

Deferred Policy Acquisition Costs

We capitalize costs that vary with and are related primarily to the production of new insurance and annuity business.
These costs include commissions, costs to issue and underwrite the policies and certain variable field office
expenses. The capitalized amounts are known as deferred policy acquisition costs, or DAC. Our total DAC,
including the impact of unrealized investment gains and losses, amounted to $6.868 billion at December 31, 2001,
and $7.063 billion at December 31, 2000. Approximately 46% of our total DAC at December 31, 2001 relates to our
Individual Life Insurance segment, and approximately 19% relates to our Closed Block Business.

If we were to experience a significant increase in lapse or surrender rates on policies for which we amortize DAC
based on estimated gross margins or gross profits, such as participating and variable life insurance, we would expect
acceleration of the write-off of DAC for the affected blocks of policies. Additionally, for all policies on which we
have outstanding DAC, we would be required to evaluate whether this experience called into question our ability to
recover all or a portion of the DAC, and we would be required to write off some or all of the DAC if we concluded
that we could not recover it. While an accelerated write-off of DAC would not affect our cash flow or liquidity, it
would negatively affect our reported earnings and level of capital under generally accepted accounting principles.

Recent Accounting Pronouncements «
See Note 2 to the Consolidated Financial Statements for a discussion of recently issued accounting pronouncements.

Quantitative and Quahta’ave Disclosures About Market Risk

Risk Management, Market Risk and Derlvahve Instruments : :

Risk management includes the identification and measurement of various forms of risk, the establishment of risk
thresholds and the creation of processes intended to maintain risks within these thresholds while optimizing returns
on the underlying assets or liabilities. We consider risk management an integral part of our core business.

Market risk is the risk of change in the value of financial instruments as a result of absolute or relative changes in
interest rates, foreign currency exchange rates or equity or commodity prices. To varying degrees, the investment
and trading activities supportmg all of our products and services generate market risks. The market risks incurred
and our strategies for managing these risks vary by product.

With respect to non-variable life insurance products, fixed rate annuities; the fixed rate options in our variabie life
insurance and annuity products, consumer banking products, and other finance businesses, we incur market risk
primarily in the form of interest rate risk. We manage this risk through asset/liability management strategies that
seek to match the interest rate sensitivity of the assets to that of the underlying liabilities. Our overall objective in
these strategies is to limit the net change in value of assets and liabilities arising from interest rate movements.
While it is more difficult to measure the interest sensitivity of our insurance liabilities than that of the related assets,
to the extent that we can measure such sensitivities we believe that interest rate movements will generate asset value
changes that substantially offset changes in the value of the liabilities relating to the underlying products.

For variable annuities and variable life insurance products, excluding the fixed rate options in these products,
mutual funds and most separate accounts, our main exposure to the market is the risk that asset management fees
decrease as a result of declines in assets under management due to changes in prices of securities. We also run the
risk that asset management fees calculated by reference to performance could be.lower. For variable annuity and
variable life insurance products with minimum guaranteed death benefits, we also face the risk that declines in the
value of underlying investments as a-result of changes. in prices of securities may increase our net exposure to death
benefits under these contracts. We do not believe that these risks add significantly to our overall market risk.

We manage our exposure to equity price risk relating to our general account primarily by seeking to match the risk
profile of equlty investments against risk-adjusted equity market benchmarks We measure benchmark risk levels in
terms of price volatility in relanon to the market in general

The sources of our exposure to market risk can be divided into two. categorles “other than trading” activities
conducted primarily in our insurance, annuity and. guaranteed :products -operations, and “trading” activities
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conducted prirnarily in o'ui‘;'se'c':urities operations. As part of our management of both “other than trading” and
“trading” market risks, we ‘use a variety of risk management tools and techniques. These include sensitivity and
Value at- Rrsk (“VaR”) measures, posrtron and other limits based on type of risk, and various hedging methods.

Other Than Trading Activities .
We hold the majority of our assets for “other than trading” activities in our segments that offer insurance, annuities
and guaranteed products. We incorporate asset/liability management techniques and other risk management policies

and limits into the process of mvestmg our assets. We use derlvatrves for hedging purposes in the asset/liability
management process.

Insurance, Annuities and Guaranteed Products Asset/Liability Management

We seek to maintain interest rate and equity. exposures within established ranges, which we periodically adjust
baséd on market conditions and the desrgn of related products sold to customers. Our risk managers establish
investment risk limits for exposures to any issuer, geographic region, type of security or industry sector and oversee
efforts to manage risk within policy constraints set by management and approved by.the Board of Directors.

We use duration and convexity analyses to measure price sensitivity to interest rate changes. Duration measures the
relative sensitivity of the fair value of a financial instrument to changes in interest rates. Convexity measures the
rate of change of duration with respect to changes in interest rates. We seek to manage our interest rate exposure by
legal entity. by-matching the relative sensitivity of asset and liability values to interest rate changes, or controlling
“duration mismatch” of dssets and liabilities. We have target duration mismatch constraints for each entity. As of
December 31, 2001, the-difference between the pre-tax duration of assets and the target duration of liabilities in our
duration managed portfolios was within our constraint limits. We consider risk-based capital implications in our
asset/liability management strategies.

We also perform portfolio stress testing as part of our regulatory cash flow testing. In this testing, we evaluate the
impact of altering our interest-sensitive assumptions under various moderately adverse interest rate environments.
These interest-sensitive assumptions relate to the timing and amount of redemptions and prepayments of fixed-
income securities and lapses and surrenders of insurance products. We evaluate any shortfalls that this cash flow
testing reveals to determine if we need to increase statutory reserves or adjust portfolio management strategies.

Market Risk Related to Interest Rates

Our “other than trading” assets that subject us to interest rate risk include fixed maturity securities, mortgage loans
and policy loans. In.the aggregate, the carrying value of these assets represented 64% of our consolidated assets,
other than assets that. we held in separate accounts, as of December 31, 2001 and 63% as of December 31,.2000.

With respect to “other than trading” liabilities, we are exposed to interest rate risk through policyholder account
balances relatmg to interest-sensitive hfe insurance, annurty and investment- type contracts and through outstandmg
short term and long -term debt
We assess interest rate sensitivity for “other than trading” financial assets, financial liabilities and derivatives using
hypotheétical test scenarios that assume either upward or downward 100 basis point parallel shifts i the yield curve
from prevailing interest rates. The following tables set forth the potential loss in fair value from a hypothetical 100
basis point upward shift at December 31, 2001 and 2000, because this scenario results in the greatest net exposure to
interest  rate risk of the hypothetical scenarios tested at those dates. While the test scenario is for illustrative
purposes only-and does not reflect our expectations regarding future interest rates or-the performance of fixed-
income markets, it is a near-term, reasonably possible hypothetical change that illustrates the potential impact of
such events. These test scenarios do not measure the changes in value that could result from non-parallel shifts in
the yield curve, which we would expect to produce different changes in discount rates for different maturities. As a
result, the actual loss in fair valie from a 100 basrs pomt change in mterest rates could be dlfferent from that
indicated by these calculations. . + L. S :
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December 31, 2001

. Hypothetical Fair
Notional Estlmated Value After + 100  Hypothetical
- Value of - Fair - Basis Point Parallel  Change in
Derivatives Value Yield Curve Shift Fair Value
(in millions)
Financial assets with interest rate risk: ) '
Fixed maturities:
Available forsale .................... e Vi $109,942 $103,620 $(6,322)
Held tomaturity .............. N 395 374 2n
Commercial 10ans ... .. .. i i e e e 20,106 18,990 (1,116)
Mortgage securitization inventory .................iiiriiiiina..n 1,188 1,180 )
Policy 10aNS . . .t 9,562 8,982 (580)
Derivatives: . ‘ ) .
S ADS .ottt e $10,724 55 . o191 ‘ 136
Fatures ... e ) 2,877 6 _ 62 56
Options ................ P 338 3 (1) 4
Forwards ..........ccvvvvvennn, T . 9,735 84 84
Financial liabilities with interest rate risk: : '
Short-term and long-termdebt ........ ... ... ... il (10,881) (10,448) 433
InVvestment CONIACtS . .. .. vttt ie it e eiaeenns (35911) (35,345) 566
Total estimated potential 10ss . .......cooovvieiiii ceeee v ‘ $(6,860)

December 31, 2000

. Hypothetical Fair
Notional Esumated Value After + 100  Hypothetical
" Valueof . Fair ‘Basis Point Parallel  Change in
. Derivatives Value Yield Curve Shift Fair Value
(in millions)
Financial assets with interest rate risk:
Fixed maturities:
Available forsale ........ ... .. it e AT $ 83,827 $ 79,312 - $(4,515)
Heldtomaturity ...................oiiiiiia... N _ 12,615 12,085 (530)
Commercial l0ams .. ....vvr ittt i e i R . ‘ 15,308 14,634 (674}
Mortgage securitization inventory ............ ... .. ... .. ) 1,448 1,373 (75)
Policy l0ams ... ..ot e 8,659 8,147 (512)
Derivatives: ‘ ' :
WD oottt e $4,765 4 125 121
FUITES . . ot it e e e 3,878 34 15 (19)
Forwards .. ... e 3,247 . (50) (50) —
Financial liabilities with interest rate risk: : oo T .
Short-term and long-termdebt ........0.. .. ... ... ... ..., T (13,800) (13,683) 117
Investment CONTACES ...\ v vt vttt et e e s e ae e ineeninnes : -(25,359) (25,122) 237
Securities sold but not yet purchased ............. .. ... o (157) (141) 16
Total estimated potential loss ......... ... oo . $(5,834)

The tables above do not include approxiinately $95 -billi-on' of insurance reserve and deposit liabilities at
December 31, 2001 and $77 billion at December 31, 2000. We believe that the interest rate sensitivities of these
insurance liabilities offset, in large measure, the interest rate risk of the fmancial assets set forth in these tables.

Substantially all of the $1.026 billion increase in the total estimated potential loss at December 31, 2001 from
December 31, 2000 resulted from our acquisition of Glbraltar Llfe in April 2001.

The estimated changes in fair values of our financial assets shown above relate to assets invested to support our
insurance liabilities, but do not include assets assoc1ated with products for which investment risk is borne primarily
by the contract holders rather than by us.

Market Risk Related to Equity Prices

We actively manage equity price risk against benchmarks in respective markets We benchmark our return on equity
holdings against a blend of market indices, mainly the S&P 500 and Russell 2000, and we target price sensitivities
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that approximate those of the benchmark indices. We estimate our equity price risk from a hypothetical 10% decline
in equity benchmark market levels and measure this risk in terms of the decline in-fair market value of equity
securities we hold. Using this methodology, our estimated equity price risk at December 31, 2001 was $227 million,
representing a hypothetical decline in fair market value of equity securities we held at that date from $2.272 billion
to $2.045 billion. Of our $227 million estimated equity price risk at December 31, 2001, approximately $90 million
relates to Gibraltar Life. Our estimated equity price risk using this methodology at December 31, 2000 was $232
million, representing a hypothetical decline in fair market value of equity securities we held at that date from $2.317
billion to $2.085 billion. In calculating these amounts, we exclude equity-securities related to products for which the
investment risk is borne primarily by the contractholder rather than by us. While these scenarios are for illustrative
purposes only and do not reflect our expectations regarding future performance of equity markets or of our equity
portfolio, they represent near term reasonably possible hypothetical changes that illustrate the potential impact of
such events.

Market Risk Related to Foreign Currency Exchange Rites S - :
We:are exposed to foreign currency exchange rate risk in our general account and through our operat1ons in foreign
countries. In" our international life: insurance business, we generally invest in assets denominated in the same
currencies as our insurance 11ab111t1es which mmgates our forelgn currency exchange rate r1sk for these operations.

Our exposure to forelgn ‘currency r1sk w1th1n the general ‘account -investment portfolios supporting our U.S.
insurance -operations arises primarily from purchased investménts that are denominated or payable in foreign
currencies. Wé-generally hedge substantially all foreign currency-denominated fixed-income investments supporting
our U.S. operations into U.S. dollars, using foreign exchange forward contracts and currency swaps, in order to
mitigate 'the risk that the fair value of these investments fluctuates as a result of changes in foreign exchange rates.
We generally do not hedge alt 'of the foreign currency risk-of our equity investments in unaffiliated foreign entities.

Our operations in foreign countries create two additional sources of foreign currency risk. First, we reflect the
operating results of our foreign branches and subsidiaries in our financial statements based on the average exchange
rates prevailing during the period. We hedge some of these foreign currency flows based on our overall risk
management strategy and loss limits. We generally hedge our anticipated exposure to adjusted operating income
fluctuations resultmg from changes in forelgn currency exchange rates relating to our International operations in
Japan, of which our Japanese insurance operations are the most s1gn1ﬁcant using foreign exchange forward
contracts and currency swaps. Second, we translate our equity investment in foreign branches and subsidiaries into
U.S. dollars using the foreign currency exchange rate at the f1nanc1al statemént penod -end date. We have chosen to
pamally hedge thrs exposure ' :

We actlvely manage foreign currency exchange rate risk within specified limits at the consolidated level using
Value-at-Risk analysis. This statistical technique estimates, at'a speci’ﬁed confidence level, the potential pretax loss
in portfolio market value that could "occur over an assumed time honzon due 'to adverse market movements. We
calculate thlS usmg a vanance/covanance approach

We calculate Value-at-Risk estimates of exposure to loss from volatility in foreign currency exchange rates for one-
month time periods. Our estimated VaR at December 31, 2001 for foreign currency assets not hedged to U.S.
dollars, measured at the 95% confidence level and using a one-month time horizon, was $9 million, representing a
hypothetical decline in fair market value of these foreign currency assets from $495 million to $486 million. Our
estimated VaR at December 31, 2000 for foreign currency assets not hedged to U.S. dollars, measured at the 95%
confidence level and using a one-month time horizon, was $18 million, representing a hypothetical decline in fair
market value of these foreign currency assets from $906 million to $888 million. These calculations use historical
price volatilities and correlation data at a 95% confidence level. We discuss limitations of VaR models below. Our
estimated VaR for foreign exchange forward contracts and currency swaps used to hedge our anticipated exposure
to adjusted operating income fluctuations resulting from changes in foreign currency exchange rates relating to our
international operations, measured at the 95% confidence level and using a one-month time horizon, was $45
million at December 31, 2001 and $11 million at December 31, 2000.

Our average monthly Value-at-Risk for foreign currency assets not hedged to U.S. dollars from foreign currency
exchange rate movements, measured at the 95% confidence level over a one month time horizon, was $13 million
during 2001 and $16 million during 2000.
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Derivatives

Derivatives are financial instruments whose values are derived from 1nterest rates, foreign exchange rates, financial
indices, or the prices of securities or commodities. Derivative financial instruments may be exchange-traded or
contracted in the over-the-counter market and include swaps, futures, options and forward contracts. See Note 19 to
the Consolidated Financial Statements for a summary of our derivative positions as of December 31, 2001 and 2000.
Under insurance statutes, our insurance companies may use derivative financial instruments to hedge actual or
anticipated changes in their assets or liabilities, to replicate cash market instruments or for certain income-
generating activities. These statutes generally prohibit the use of derivatives for speculative purposes. We use
derivative financial instruments to seek to reduce market risk from changes in interest rates or foreign currency
exchange rates, and to alter interest rate or foreign currency exposures arising from mismatches between assets and
liabilities. In addition, derivatives are used in our securities operations for trading purposes.

Trading Activities

We engage in trading activities primarily in connection with our securities businesses. We maintain trading
inventories in various equity and fixed-income securities, foreign exchange instruments and commodities, primarily
to facilitate transactions for our clients. Market risk affects the values of our trading inventories through fluctuations
in absolute or relative interest rates, credit spreads, foreign currency exchange rates, securities and commodity
prices. We seek to use short security positions and forwards, futures, options and other derivatives to limit exposure
to interest rate and other market risks. We also trade derivative financial instruments that allow our clients to
manage exposure to interest rate, currency and other market risks. Most of our derivative transactions involve
exchange-listed contracts and are short-term in duration. We act both as a broker, by seiling exchange-listed
contracts, and as a dealer, by entering into futures and security transactions as a principal. As a broker, we assume
counterparty and credit risks that we seek to mitigate by using margin or other credit enhancements and by
establishing trading limits and credit lines. As a dealer, we are subject to market risk as well as counterparty and
credit risk. We manage the market risk associated with trading activities through hedging activities and formal
policies, risk and position limits, counterparty and credit limits, daily position monitoring, and other forms of risk
management.

Value-at-Risk

VaR is one of the tools we use to monitor and manage our exposure to the market risk of our trading activities. We
calculate a VaR that encompasses our trading activities using a 95% confidence level. The VaR method incorporates
the risk factors to which the market value of our trading activities is exposed, which consist of interest rates,
including credit spreads, foreign exchange rates, equity prices and commodity prices, estimates of volatilities from
historical data, the sensitivity of our trading activities to changes in those market factors and the correlations of
those factors. We regularly test our VaR model by comparing actual adverse results to those estimated by the VaR
model with a 95% confidence level over a one-day time horizon. The VaR for our trading activities expressed in
terms of adverse changes to fair value at the 95% confidence level over a one-day time horizon was $5 million at
December 31, 2001 and $6 million at December 31, 2000. The average daily VaR for our trading activities,
expressed in terms of adverse changes to fair value with a 95% confidence level over a one-day time horizon, was
$6 million during 2001 and $9 million during 2000. The followmg table sets forth a breakdown of this VaR by risk
component as follows:

As of Average As of Average
December 31, for December 31, for
2001 2001 : 2000 2000
_ ) (in millions)
INterest Tt TISK . oottt v ettt ittt et et e e e e e e $ 5 $5 $4 $6
Equityrisk ............ P —_ 2 3
$ 5 $6 $6 §2

Total(1) oot i e ..

(1) At December 31, 2001 and 2000, and during the years then ended, VaR from each of foreign currency exchange rate risk and commodity
risk in our trading activities was immaterial.
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Limitations of VaR Models

Although VaR models represent a recognized tool for risk management, they have inherent limitations, including
reliance on historical data that may not be indicative of future market conditions or trading patterns. Accordingly,
you should not view VaR models as a predictor of future results. We may incur losses that could be materially in
excess of the amounts indicated by the models on a particular trading day or over a period of time, and there have
been instances when results have fallen outside the values generated by our VaR models. A VaR model does not
estimate the greatest possible loss. We use these models together with other risk management tools, including stress
testing. The results of these models and analysis thereof are subject to the judgment of our risk management
personnel.
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Consolidated Financial Statements

Report of Independent Accountants -

To the Board of Directors and Stockholders of
Prudential Financial, Inc.: '

In our opinion, the accompanying consolidated statements of financial position and the related consolidated
statements of operations, of stockholders’ equity and of cash flows present fairly, in all material respects, the
financial position of Prudential Financial, Inc. and its subsidiaries at December 31, 2001 and 2000, and the results of
their operations and their cash flows for each of the three years in the period ended December 31, 2001, in
conformity with accounting principles generally accepted in the United States of America. These financial
statements are the responsibility of the Company’s management; our responsibility is to express an opinion on these
financial statements based on our audits. We conducted our audits of these statements in accordance with auditing
standards generally accepted in the United States of America, which require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, and evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

Our audits were conducted for the purpose of forming an opinion on the consolidated financial statements taken as a
whole. The accompanying supplemental combining financial information is presented for purposes of additional
analysis of the consolidated financial statements rather than to present the financial position and results of
operations of the individual components. Such supplemental information has been subjected to the auditing
procedures applied in the audits of the consolidated financial statements and, in our opinion, is fairly stated in ail
material respects in relation to the consolidated financial statements taken as a whole.

M LLr

New York, New York
February 12, 2002
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Consolidated Statements of Financial Position
December 31, 2001 and 2000 (in Millions)

ASSETS
Fixed maturities: )
Available for sale, at fair value (amortized cost: 2001 —$107,464; 2000—$83,115) . ... ... ...
Held to maturity, at amortized cost (fair value: 2001—$395; 2000—$12,615) .....................oinLs,
Trading account assets, at fair valle ............ .. ... i e
Equity securities, available for sale, at fair value (cost: 2001-—$2,252; 2000—$2,266) .....................o.0.
Commercial Joans . .. .. ... o e e
Policyloans .......... . ... .o i il S
Securities purchased under agreements to resell .. ... .
Cash collateral for borrowed securities . .............. o i e
Other long-term iNVESUMENES .. ... .. ittt i i e T
Short-term inVestments ... ..... ... .. urterinn e e

Cashand cash equivalents .. ... ... o i e e
Accrued INVESIMENEINCOME . .. ...ttt ettt ettt et et e e e e e e

Deferred policy acqUiSition COSES . ..« ..ttt e
OMhET ASSEES . . ..ttt e e e e e
Separate account assets . ........................ P

TOTAL ASSETS ... \oovooonoe IO ST

LIABILITIES AND STOCKHOLDERS’ EQUITY

LIABILITIES ) o _

Future policy benefits .. ... .. ..
Policyholders’ account balances ............ e
Unpaid claims and claim adjustment €Xpenses . ... .........uuiieeininiinniineeenennne..’ e
Policyholders” dividends ... ... i e e
Securities sold under agreements t0 TEPUIChASE .. ... ...\ttt ivr ittt I
Cash collateral for loaned securities ................ e e S
Income taxespayable . .......... ... S
Broker-dealer related payables . . ... ... . e
Securities sold but not yet purchased . . ... . e
Short-term debt. . .. ..o e
Long-term debt . . . oo e
Other liabilities . .. ............ ... .o PR e

Guaranteed minority interest in Trust holding solely debentures of Parent . .. .. ...................... U
COMMITMENTS AND CONTINGENCIES (See Note 21)

STOCKHOLDERS’ EQUITY ‘
Preferred Stock ($.01 par value; 10,000,000 shares authorized) .................. e e
Common Stock ($.01 par value; 1,500,000,000 shares authorized; 583,582,767 shares issued and outstanding at
December 31, 2000) . ..o e
Class B Stock ($.01 par value; 10,000,000 shares authorized; 2,000,000 shares issued and outstanding at December
3, 2000 ) o e e e e e e e e
Additional paid-in capital . . ... ...
Accumulated other comprehensive INCOME . .. ..o ottt i e
Retained Carnings . . ... ...t e e

Total stockholders’ eqUItY ... ..ottt e e s
TOTAL LIABILITIES AND STOCKHOLDERS’EQUITY ........ ... .. i,

See Notes to Consolidated Financial Statements

2001 2000
$109,942 $ 83,827
374 12,448
5,043 7,217
2,272 2,317
19,729 15,919
8,570 8,046
4,421 5,395
5,210 3,858
5418 4,459
4,855 5,029
165,834 148,515
18,536 7,676
1,828 1916
7,802 11,860
6,868 7,063
15,004 13,506
77,158 82,217
$293,030  $272.753
$ 86,991 $ 67,859
43,333 32,722
3,408 3,549
2,096 1,463
12,385 15,010
9,427 11,053
1332 1,610
6,445 5,965
2,791 4,959
5,405 11,131
5,304 2,502
15,812 12,105
77.158 82,217
271,887 252,145
690 —

6 —_

19,462 -
944 234
41 20,374
20,453 20,608
$293,030  $272,753
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Consolidated Statements of Operations
Years Ended December 31, 2001, 2000 and 1999 (in Millions, Except Per Share Amounts)

2001 2000 1999

REVENUES
PPREIMUIIS ..ottt ettt ettt ettt e e et et e e e e $12,477 $10,181 § 9,528
Policy charges and fee InCOME ... .. ... it i e s L 1,803 1,639 1,516
NEt iNVESHTIENt INCOME . . .o\ttt t et ettt e et et DU P o 9,151 9,497 9,367
Realized investment gains (losses),net........................... e e (705) (288) 1924
Commissions and other income ...................... e e e e NP 4,451 5,475 5,233
Totalrevenues...........A.‘....‘.....:...........................:‘.........‘......:... 27,177 26,504 26,568
BENEFITS AND EXPENSES o
POliCYROIAErS’ DENETILS . .\ vttt et et et e e e e e e e e e e . 12,752 10,640 10,226
Interest credited to policyholders’ account balances ......... ... ... .o i i i 1,804 1,751 1,811
Dividends to policyholders .. ... ... i 2,722 2,724 2,571
General and administrative XPEnsSes ...ttt 9,538 10,043 9,530
Capital markets TESUUCIUITIE . . . .o vttt ettt et e e et e e e e e n e — 476 —
Sales practices remedies and COSIS . ... .. vt in i s — - 100
Demutualization costs and expenses: . . .
AJMINISIrative EXPENSES . . . vttt et e e e 248 - 143 75
Consideration to former Canadian branch policyholders ............. .. .. . . i 340 - — —
Total benefits and EXPEISES ... ...ttt it e e e 27,404 257777 24,313
INCOME (LOSS) FROM CONTINUING OPERATIONS BEFORE INCOME TAXES ............... (227) 727 2,255
Income taxes:
CUITENE . .\ttt e et e e e e e e e e e e e . (927) 7 434 7 690
3 5 (=« A PP 870 (28) © 352
Totalincometaxexpense(beneﬁt)...,.‘...................................; ............ (57)A 406 1,042
INCOME (LOSS) FROM CONTINUING OPERATIONS . ... ... ... i et (170) 321 1,213
DISCONTINUED OPERATIONS o S
Gain (loss) on disposal of healthcare operations, netof taxes ............... S 16 77 (400)
NET INCOME (LOSS) ..ttt e e e et e e e e e $ (154) $ 398 § 813
For the period
December 18 through
December 31, 2001
INCOME FROM CONTINUING OPERATIONS AND NET INCOME AFTER DATE OF o
DEMUTUALIZATION ’ ’
Financial Services Businesses (attributable t0 Common StOCK) . . .. ..ottt ittt i it e e s $- 38
Closed Block Business (attributable to Class B Stock) . ... ... i i i i e 3
Consolidated .. ... i R e o .8 41
EARNINGS PER SHARE AFTER DATE OF DEMUTUALIZATION
Financial Services Businesses ) . )
Net income per share of Common Stock—basicand diluted ..................... ... ... .. e $0.07
Closed Block Business ] )
Net income per share of Class B Stock—basic and diluted ... .... R T . "~ $1.50

See Notes to Consolidated Financial Statements
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Consolidated Statements of Stockholders’ Equity -
Years Ended December 31, 2001, 2000 and 1999 (in Millions)

Accumulated Other Comprehensive Income (Loss)

Net Total
Foreign  Unrealized Accumulated
Additional ... Currency Investment Pension. Other Total
Common Class B Paid-in Retained Translation - Gains Liability Comprehensive Stockholders’
. o Stock  Stock  Capital Earnings Adjustments (Losses) Adjustment Income (Loss) Equity
Balance, December 31,1998 .. $ — §$ — $ — $19,163 . 3% (3 $ 1,272 $ (9 $1,232 $20,395
Comprehensive income: .
Netincome ............... — — — 813 . — — — — 813
Other comprehensive loss, net
of tax:
Change in foreign currency
translation adjustments . . — — - — 13 — —_ 13 13
Change in net unrealized Co
investment gains ... .... — — — — — (1,932) -— (1,932) (1,932)
Additional pension liability :
adjustment ....... SR — — — — — — 2 2 2
. Other comprehensive 7
loss ... (1,917)
Total comprehensive loss . . . ... (1,104)
Balance, December 31,1999 .. — — — 19,976 (18) (660) ) (685) 19,291
Comprehensive income: .
Net income ...... e — — — 398 — — — — 398
Other comprehensive income,
net of tax:
Change in foreign currency ‘
translation adjustments . . — — — — 89 — — (89) (89)
Change in net unrealized
investment gains . ...... — — —_ — —_ 1,019 — 1,019 1,019
Additional pension Hability
adjustment ........... — — —_ — — — (11) (11 (1
Other comprehensive income . . 919
Total comprehensive
income .................. 1,317
Balance, December 31, 2000 : . — — — 20,374 107 359 (18) 234 20,608
Common Stock issued in o : ’
demutualization ........... 5 S 15,985  (15,990) — — —_— —
Policy credits issued and cash :
payments to be made to :
eligible policyholders .. ..... —_ — — (4,189) — — — — (4,189)
Initial public offering of o
Common Stock ............ 1 _ 3,336 —_ — — — — 3,337
Private placement of Class B L
Stock .. — — 167 — — — — — 167
Equity security units ... ....... — — 26) — — — — — (26)
Comprehensive income:
Net loss before the date of
demutualization ......... — — — (195) — — — — (195)
Net income after the date of '
dernutualization ...... L — — — 41 — — — — 41
Other comprehensive income,
net of tax:
Change in foreign currency )
translation adjustments .. — — — = - (130 — — (130) (130)
Change in net unrealized : : :
investment gains . ...... = — — — — — 869 — . 869 869.
Additional pension liability '
adjustment ........... — — — — — —_ 29 29 (29)
Other comprehensive income . . 710
Total comprehensive
neome . ... . 556
Balance, December 31,2001 .. $. 6 $ — 319462 § 41 $(237) $ 1,228 $47) $ 944 $20,453
See Notes to Consolidated Financial Statements
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Consolidated Statements of Cash Flows
Years Ended Decemnber 31, 2001, 2000 and 1999 (in Millions)

2001 2000 1999
CASH FLOWS FROM OPERATING ACTIVITIES
NELINCOME oottt ettt it e e ettt s e ettt e ettt ne e e e e $ (154) 3 398 $ 813
Adjustments to reconcile net income to net cash prov1dcd by operatmg activities:
Realized investment (gains) losses, net .. ............oiiiit. e 08 288 (915)
Policy charges and fee inCoOme . ... .. . it e s (482) (342) . (300)
Interest credited to policyholders’ accountbalances . ..........c....iiiriireinanarnrnnenann 1,804 1,751 1,811
Depreciation and amortization, including premiums and discounts .............. .. ... oin... 446 740 689
Loss (gain) on disposal of healthcare operations, netof taxes .............c..ovvviiniiiaie.... (16) an 400
Change in:
Deferred policy aCqUISIEIOTL COSES ...\ o\ttt et (259) (228) (178)
Future policy benefits and other insurance liabilities .............. ... ... ... . .. 933 1,473 788
Trading aCCOUNT ASSEYS . . . vt e s e v et et e e et ettt e e e e et e e et r e e e e 2,268 2,524 (853)
Income taxes payable ... ... ... (1,282) 214 .. 933
Broker-dealer related receivables/payables .......... . i 4,538 (388) (1,898)
Securities purchased under agreements toresell .. .......... ... i 974 8,549 (3,692)
Cash collateral for borrowed SECUILES . . . .. oottt ettt ettt iie i ie e (1,352) 3,266 (1,502)
Cash collateral for loaned SECUMLIES . . ... ..o v ittt it e e e e e e (1,626) 278 3,643
Securities sold but not yet purchased ... ... ..ottt (2,168) (2,009) 1,197
Securities sold under agreements torepurchase ........... .. ... il i (2,625) . (9,588). 3,112
(071373 200 1T S P (1,628) 1,016 (3,486)
Cash flows from operating activities . ............. . ...... . . ... .. i - 76 7,865 1562
CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from the sale/maturity of: . .
Fixed maturities, available forsale ... ....... .. .. i s 98,150 199,971 122,790
Fixed maturities, held to Maturity . . ... i e 139 3,266 4,957
Equity securities, available forsale . . ....... ... i 5503 - 3,025 3,190
COMMEFCIAl LOAIS . . .« v v\ttt ettt et ettt e e e 5443 1,632 " 2,640
Other long-term iNVESIMENTS . . . .. ..t vttt et ettt e et 764 2,044 © 2,169
Payments for the purchase of: ‘
Fixed maturities, available for sale . .. .....vir it e e e (97,492) (103,086) (124,759)
Fixed maturities, held to Maturity ... ... oot e e (56) (1,544) (2,414)
Equity securities, available forsale . . ........ ... . (2,557) (2,316) (2,779)
Commercial IoANS . . .. ..\ttt e e e e e e s (1,521) (1,334) - (2,599)
Other long-term iNVeStMents . . . ... ..ottt it i i P (1,379) (1,374) (2,280)
Cash acquired from Gibraltar Life. ... ... .. e 5912 — —
ShOT-termM INVESIMIENES o . . o v\ttt ettt et et ettt e e e e e e ettt e e et (442) (2,257 - (1,138)
Cash flows from (used in) investing activities .................. ... ... ... ... .. ...... 12,464 (1,973) ©(219)
CASH FLOWS FROM FINANCING ACTIVITIES ‘ :
Policyholders’ account deposits .. ... ... ittt e 6,771 6,813 7,667
Policyholders’ account withdrawals ... ...t e e (9,014) (8,186) (10,531)
Proceeds from the issuance of Common Stock . . .. ..ottt e 3,337 — : —
Proceeds from the issuance of Class B StOCK ... ..ottt e 167 — =
Proceeds from the issuance of equity SECUTItY UNILS .. ... ..ttt e 663 — —=
Net increase (decrease) in short-termdebt . ... ... . . it e e e (6,098) (2,678) 444
Proceeds from the issnance of long-termdebt ........ ... ... ... 3214 638 1,844
Repayments of long-termdebt ... ... ... ..t e e (720) (1,230) 919)
Cash flows used in financing activities . .............. .. .. ... . . . ... . i iiieiiiiia (1,680) (4,643) (1,495)
NET INCREASE (DECREASE) IN CASH AND CASHEQUIVALENTS ... ................... 10,860 1,249 (1,152)
CASH AND CASH EQUIVALENTS, BEGINNINGOFYEAR . ............... ... ovive.. 7,676 6,427 7,579
CASH AND CASH EQUIVALENTS,ENDOF YEAR ..... ... ... ... ..o i, $ 18,536 7676 $ 6427
SUPPLEMENTAL CASH FLOW INFORMATION
Income taxes paid (TECEIVE) . .. ...\ttt et e et e e e et e s $ 466 248 $  (344)
Interest Paid . . . ..o e $ 638 1,040 824
NON-CASH TRANSACTIONS DURING THE YEAR
Policy credits issued and demutualization consideration payable to eligible policyholders ... ............ $ 4,529 . — $ —

See Notes to Consolidated Financial Statements
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Prudential Financial, Inc.

Notes to Consolidated Financial Statements

1. Business

Prudential Financial, Inc. (“Prudential Financial”) and its subsidiaries (collectively, “Prudential” or the “Company”)
provide a wide range of insurance, investment management, securities and other financial products and services to
both retail and institutional customers throughout the United States and in many other countries. Principal products
and services provided include life insurance, property and casualty insurance, annuities, mutual funds, pension and
retirement related investments and administration, asset management, and securities brokerage. The Company has
organized its principal operations into the Financial Services Businesses and the Closed Block Business. The
Financial Services Businesses operate through four operating divisions: U.S. Consumer, Employee Benefits,
International and Asset Management. Businesses that are not sufficiently material to warrant separate disclosure are
included in Corporate and Other operations within the Financial Services Businesses. The Closed Block Business,
which is managed separately from the Financial Services Businesses, was established on the date of demutualization
and includes the Company’s in force participating insurance and annuity products and assets that are used for the
payment of benefits and policyholder dividends on these products, as well as other assets and equity that support
these products and related liabilities. In connection with the demutualization, the Company has ceased offering these
participating products.

Demutualization and Initial Public Offering

On December 18, 2001 (the “date of demutualization™), The Prudential Insurance Company of America (“Prudential
Insurance™) converted from a mutual life insurance company to a stock life insurance company and became an
indirect, wholly owned subsidiary of Prudential Financial. The demutualization was completed in accordance with
the Company’s Plan of Reorganization, which was approved by the Commissioner of Banking and Insurance of the
State of New Jersey in October 2001.

On the date of demutualization, policyholder membership interests in Prudential Insurance were extinguished and
eligible policyholders collectively received 457.1 million shares of Common Stock, the rights to receive cash
totaling $3,487 million (included in “Other habllmes” at December 31, 2001), including $340 million to certain
former Canadian branch policyholders, and increases to their policy values in the form of policy credits totaling
$1,042 million. The demutualization was accounted for as a reorganization. Accordingly, the Company’s retained
earnings on the date of demutualization, net of the aforementioned cash payments other than those to former
Canadian policyholders and policy credits which were charged directly to retained earmngs were reclassified to
“Common Stock” and “Additional paid-in capital.”

Concurrent with the demutualization, Prudential Insurance completed a corporate reorganization whereby various
subsidiaries (and certain related assets and liabilities) of Prudential Insurance were dividended so that they became
wholly owned subsidiaries of Prudential Financial rather than of Prudential Insurance. The subsidiaries distributed
by Prudential Insurance to Prudential Financial included its property and casualty insurance companies, its principal
securities brokerage companies, its international insurance companies, its principal asset management operations, its
international securities and investments operations, its domestic bankmg operations and its residential real estate
brokerage franchise and relocation services operatlons ‘

On the date of demutuahzatlon, Prudential Fmanc1a1 completed an initial public offering of 110.0 million shares of
Common Stock at a price of $27.50 per share and, on December 21, 2001, Prudential Financial issued an additional
16.5 million shares of Common Stock as a result of the exercise of the over-allotment option granted to underwriters
in the initial public offering. Also on the date of demutualization, Prudential Financial completed the sale, through a
private placement, of 2.0 million shares of Class'B Stock, a separate class of common stock, at a price of $87.50 per
share. The Common Stock reflects the performance of the Financial Services Businesses and the Class B Stock
reflects the performance of the Closed Block Business. In addition to the issuances of Common Stock and Class B
Stock, on the date of demutualization, Prudential Financial issued-13.8 million 6.75% equity security units at a price
of $50 per unit (see Note 12) and Prudential Holdings, LLC, a wholly owned subsidiary of Prudential Financial,
issued $1 75 billion in senior secured notes (see Note 11).

2. Summary of Significant Accounting Policies
Basls of Presentation

The consolidated financial statements include the accounts of Prudentlal Financial, its majority-owned subsidiaries,
and those partnerships and joint ventures in which the Company has a controlling financial interest, except in those

Prudential Financial 2001 Annual Report 103



Prudential Financial, Inc.

Notes to Consolidated Financial Statements

2. Summary of Significant Accounting Policies (continued)

instances where the Company cannot exercise control because the minority owners have substantive participating
rights in the operating and capital decisions of the entity: The consolidated financial statements have been prepared
in accordance with accounting' principles generally accepted in the United States of -America (“GAAP”).
Intercompany balances and transactions. have been eliminated:. Effective on the date of demutualization and
corporate reorganization, the -historical consolidated financial statements of Prudentral Insurance became the
historical consolidated fmancral statements of Prudent1a1 Financial. :

Use of Estimates

The preparation of financial statements in conformrty with GAAP requrres management to make estimates and
assumptions that affect the reported amounts of assets and liabilities, in particular deferred policy acquisition costs,
investment allowances, future policy benefits, drsclosure of contingent liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the period. Actual results could differ from
those estimates.

Earnings Per Share

As discussed in Note 1 under “Demutualization and Initial Public Offering,” the Company has outstanding two
separate classes of common stock. Basic earnings per share are computed by dividing available income attributable
to each of the two groups of common shareholders for the period subsequent to the demutualization by the
respective weighted average number of common shares outstanding for the period. Diluted earnings per share reflect
the potential dilution that could occur if securities or other contracts to issue common stock were exercised.

Investments -

Fixed maturities classified as “available for sale” are carried at estimated fair value. Fixed maturities that the
Company has both the positive intent and ability to hold to maturity are stated at amortized cost and classified as
“held to maturity.” See Note 19 for a discussion of the Company’s reclassificiation of “held to maturity” securities
to “available for sale” in connection with the implementation of new accounting standards for derivatives. The
amortized cost of fixed maturities is written down to estimated fair value when a decline in value is considered to be
other than temporary. See the discussion bélow on realized investment gains and losses for a description of the
accounting for impairment adjustments. Unrealized gains and losses on fixed maturities “available for sale,” net of
income tax and the effect on deferred policy acquisition costs and future policy benefits that would result from the
realization of unrealized gams and losses, are included in a separate component of equity, “Accumulated other
comprehensive income (loss).” :

Trading account assets and securities sold but not yet purchased are carried at estimated fair value. Realized and
unrealized gains and losses on tradmg account ‘assets and secunues sold but not yet purchased are included in
“Commissions and other income.’

Equity securities, available for sale are comprised of common and non-redeemable preferred stock and are carried
at estimated fair value. The associated unrealized gains and losses, net-of income tax and the effect on deferred
policy acquisition costs and future policy benefits that would result from the realization of unrealized gains and
losses, are included in “Accumulated other comprehensive income (loss).” See the discussion below on realized
investment garns and losses for a descnptron of the accountlng for impairment adjustments

Commercial loans are stated prrmanly at unpaid principal balances, net of unamortized dlscounts and an- allowance
for losses. In connection with the acquisition of Gibraltar Life-(see Note 5), commercial loans were acquired at a
discount to par and are carried at amortized cost. Accretion of the discount over the remaining lives of the loans is
included in “Net investment income.” The allowance for losses includes a loan specific reserve for impaired loans
and a portfolio reserve for-incurred but not specifically identified losses. Impaired loans include those loans for
which it is-probable that amounts due according to the contractual terms of the loan agreement will not all be
collected. Impaired loans are measured at the present value of expected future cash flows discounted at the loan’s
effective interest rate, or at the fair value of the collateral if the loan is collateral dependent. Interest received on
impaired loans, including loans that were previously modified in a troubled debt restructuring, is either applied
against the principal or reported as revenue, according to management’s judgment as to the collectibility of
principal. Management discontinues accruing interest on impaired loans after the loans are 90 days delinquent as to
principal or interest, or earlier when management has serious doubts about collectibility. When a loan is recognized
as impaired, any accrued but uncollectible interest is reversed against interest income of the current period.

104 - Growing and Protecting Your Wealth



Prudential Financial, Inc.

Notes to Consolidated Financial Statements

2. Summary of Significant Accounting Policies (continued)

Generally; a loan is restored to accrual status only-after all delinquent interest and principal are breught current and,
in.the case of loans where the payment of interest has been interrupted for a substantial period, a regular payment
performance has been established. The portfolio reserve for incurred but not specifically identified losses considers
the Company’s past loan loss experience, the current credit composition of the portfolio, historical credit mrgratron
property- type drversrﬁcatron default and loss severity statistics and other relevant factors

Pohcy loans are carrred at unpard pnncrpal balances.

Securities “ptirchased under agreements to resell and securities sold under agreemients to repurchase are treated as
collateralized financing arrangements and are carried at the amounts at which the securities will be subsequently
resold or reacquired, including accrued interest, as specified in the respective agreements. The Company’s policy is
to take possession or control. of securities purchased under agreements to resell and to value the securities daily.
Assets to be repurchased are the same, or substantially the same,-as the assets transferred. The market value of
securities to be repurchased or resold is monitored, and additional collateral is obtamed where appropnate to
protect against credit exposure. :

Securities borrowed and securities loaned are treated as fmancmg arrangements and are recorded at the amount of cash
advanced or received. With respect to securities loaned, the Company obtains collateral in an amount equal to 102%
and 105% of the fair value of the domestic and foreign securities, respectively. The Company monitors the market
value. of securities borrowed and loaned on a daily basis with addrtronal collateral obtained as necessary. Substantially
all of the Company’s securities borrowed transactions are with brokers and dealers, commercial banks and institutional
clients. Substantially all of the Company’s securities loaned transactrons are with large brokerage firms.

Securmes repurchase and resale agreements ‘and securmes borrowed and loaned transactrons are used to generate
net investment income and facilitate trading activity. These instruments are short-term in nature (usually 30 days or
less) and are collateralized principally by U.S. Government and mortgage-backed securities. The carrying amounts
of these instruments approximate fair value because of the relatively short penod of time between the origination of
the instruments and their expected realization.

Other long-térm investments primarily " represent the Company’s investments in- joint ventures and limited
partnershrps in'which the Company does not exercise control. Other long-term investments also include investments
in the Company’s own separate accounts, which are carried at estimated fair value, investment real estate and
derivatives held for purposes cther than trading. See Note 19 for-a discussion of accounting policies for derivative
instrurnents. Joint venture and partnership interests are generally accounted for using the equity method: of
accounting, reduced for other than temporary declines in valie, except in instances in which the Company’s interest
is so minor that it exercises virtually no influence over operating and financial policies. In such instances, the
Company applies the cost method of accounting. The Company’s net income from investments in joint ventures and
partnerships is generally included in *Net investment income.” However, for certain real estate joint ventures,
Prudential’s interest is liquidated by means of one or more transactions that result in the sale of the underlying
invested assets to third parties and the ultimate distribution of the proceeds to Prudential and other joint venture
partners in exchange for and settlement of the respective joint venture interests. These transactions are accounted for
as drsposals of Prudential’s joint venture interests and the resulting gains and losses are included in “Realized
investment gains (losses), net.” o : '

Real estate held for disposal is carried at the lower of depreciated cost or fair value less estimated selling costs and
is not further depreciated once classified as such. Real estate which the Company has the intent to hold for the
production of income is carried at depreciated cost less any write-downs to fair value for impairment losses and is
reviewed for impairment whenever events or circumstances indicate that the carrying value may not be recoverable.
An impairment loss is recognized when the review indicates that the carrying value of the investment real estate
exceeds the estimated undiscounted future cash flows (excluding interest charges) from the investment. At that time,
the carrying value of the investment real estate is written down to fair value. Depreciation on real estate held for the
production of income is computed usmg the straight-line method over the estimated lives of the propertres and is
included in “Net investment mcome

Short -term investments consist of hrghly llqurd debt instruments with a maturity of greater than three months and less
than twelve months when purchased. These investments are carried at amortized cost, which approximates fair value.
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2. Summary of Significant Accounting Policies (continued)

Realized investment gains (losses), net are computed using the specific identification method. Costs of fixed
maturities and equity securities are adjusted for impairments considered to be other than temporary. Impairment
adjustments are included in “Realized investment gains (losses), net.” Factors considered in evaluating whether a
decline in value is other than temporary are: 1) whether the decline is substantial; 2) the Company’s ability and
intent to retain the investment for a period of time sufficient to allow for an anticipated recovery in value; 3) the
duration and extent to which the market value has been less than cost; and 4) the financial condition and near-term
prospects of the issuer. Provisions for losses on commercial loans are included in “Realized investment gains
(losses), net.” Decreases in the carrying value of investment real estate held for disposal or for the production of
income are recorded in “Realized investment gains (losses), net.”

Cash and Cash Equivalents
Cash and cash equivalents include cash on hand, amounts due from banks, money market instruments and other debt
issues with a maturity of three months or less when purchased.

Deferred Policy Acquisition Costs

The costs that vary with and that are related primarily to the production of new insurance and annuity business are
deferred to the extent such costs are deemed recoverable from future profits. Such costs include commissions, costs of
policy issuance and underwriting, and variable field office expenses. Deferred policy acquisition costs (“DAC™) are
subject to recoverability testing at the end of each accounting period. Deferred policy acquisition costs, for certain
products, are adjusted for the impact of unrealized gains or losses on investments as if these gains or losses had been
realized, with corresponding credits or charges included in “Accumulated other comprehensive income (loss).”

For participating life insurance, DAC is amortized over the expected life of the contracts (up to 45 years) in
proportion to estimated gross margins based on historical and anticipated future experience, which is updated
periodically. The average rate of assumed future investment yield used in estimating expected gross margins was
7.28% at December 31, 2001 and gradually increases to 8.06% for periods after December 31, 2031. The effect of
changes in estimated gross margins on unamortized deferred acquisition costs is reflected in “General and
administrative expenses” in the period such estimated gross margins are revised. Policy acquisition costs related to
interest-sensitive and variable life products and certain investment-type products are deferred and amortized over
the expected life of the contracts (periods ranging from 7 to 30 years) in proportion to estimated gross profits arising
principally from investment results, mortality and expense margins, and surrender charges based on historical and
anticipated future experience, which is updated periodically. The effect of changes to estimated gross profits on
unamortized deferred acquisition costs is reflected in “General and administrative expenses” in the period such
estimated gross profits are revised. DAC related to non-participating term insurance is amortized over the expected
life of the contracts in proportion to premiums.

The Company has offered programs under which policyholders, for a selected product or group of products, can
exchange an existing policy or contract issued by the Company for another form of policy or contract. These
transactions are known as internal replacements. If policyholders surrender traditional life insurance policies in
exchange for life insurance policies that do not have fixed and guaranteed terms, the Company immediately charges
to expense the remaining unamortized DAC on the surrendered policies. For other internal replacement transactions,
the unamortized DAC on the surrendered policies is immediately charged to expense if the terms of the new policies
are not substantially similar to those of the former policies. If the new policies have terms that are substantially
similar to those of the earlier policies, the DAC is retained with respect to the new policies and amortized over the
life of the new policies.

For property and casualty insurance contracts, DAC is amortized over the period in which related premiums are
earned. Future investment income is considered in determining the recoverability of DAC.

For group life and disability insurance, group annuities and guaranteed investment contracts, acquisition costs are
expensed as incurred. ’

Separate Account Assets and Liabilities

Separate account assets and liabilities are reported at estimated fair value and represent segregated funds which are
invested for certain policyholders, pension funds and other customers. The assets consist of common stocks, fixed
maturities, real estate related securities, real estate mortgage loans and short-term investments. The assets of each
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2. Summary of Significant Accounting Policies (continued)

account are legally segregated and are generally not subject to claims that arise out of any other business of the
Company. Investment risks associated with market value changes are borne by the customers, except to the extent of
minimum guarantees made by the Company with respect to, certain accounts. The investment income and gains or
losses for separate accounts generally accrue to the policyholders and are not included in the Consolidated
Statements of Operations Mortality, policy administration and surrender charges on the accounts are included in
“Policy charges and fee income.” Asset management fees charged to the accounts are included in “Commissions
and other income.” ‘ ‘ S e

Other Assets and Other Llablhtles o

Other assets consist primarily of prepaid benefit costs, reinsurance recoverables certain restricted assets, trade
receivables, mortgage securitization inventory and mortgage servicing rights, property and equipment and
receivables resulting from sales of securities that had not yet settled at the balance sheet date. During 2001, thé
Company sold $1,409 million of commercial mortgage loans and other securities in securitization transactions
versus $1,874 million in 2000. In some of the commercial loan securitizations, the Company retained servicing
responsibilities. The Company did not retain any material ownership interest in the financial assets that were
transferred. The Company recognized pretax gains of $42 million in 2001 versus losses of $6 million in 2000 in
connection with securitization and related hedging activity which are recorded in “Commissions and other income.”
At December 31, 2001 .and- 2000, mortgage servicing assets, including both purchased and originated servicing
assets, were $126 million and $111 million, respectively. Property and equipment are stated at cost less accumulated
depreciation. Depreciation is determined using the straight-line method over the estimated useful lives of the related
assets . which generally range from 3 to 40 -years. Other liabilities consist primarily of trade payables, employee
benefit liabilities, demutualization consideration not yet paid to policyholders, and payables resulting from
purchases of securities that had not yet settled at the balance sheet date.

Contingencies :

Amounts related to contrngenc:les are accrued 1f it is probable that a llablhty has been incurred and an amount is
reasonably estimable. Management evaluates whether there are incremental legal or other costs directly associated
with the-ultimate resolution of the matter that are reasonably estimable and, 1f 80, they are included in the accrual.

Pollcyholders Dwndends

The amount of the dividends to be paid to pohcyholders of Prudential Insurance is determmed annually by its Board
of Directors. The aggregate amount of policyholders’ dividends is based on the statutory results and past experience
of Prudential Insurance, including investment income, net realized investment gains or losses over a number of
years, mortahty experience and other factors ‘See Note 9 for further discussion of the impact of policyholders’
dividends on-earnings. :

Insurance Revenue and Expense Recognition

Premiums from life insurance policies, excluding interest-sensitive life contracts, are recognized when due. Benefits
are recorded as an expense ‘when they are incurred. A 11ab111ty for future policy benefits is recorded when premiums
are recognized- usmg the net level prerruum method

Premiums from non-participating group annuities with life contingencies are recogmzed when earned. For single
premium -immediate annuities ‘and structured settlements with life contingencies, premiums are recognized when
earned in a constant relatronshrp to the amount of expected future benefit payments

Amounts recewed as payment for 1nterest—sens1t1ve life _contracts, deferred annumes structured settlements,
contracts without life contingencies and participating group annuities- are reported as deposits to “Policyholders’
account balances.” Revenues from these contracts are reflected in “Policy charges and fee income” and consist
primarily of fees assessed during the period against the policyholders’ account balances for mortality ‘charges,
policy administration charges and surrender charges. Benefits and expenses for these products include claims in
£Xxcess of related account balances expenses of contract administration, interest credited and amortization of DAC.

[

For group life and- disability -insurance,. and property and casualty insurance, premiums are recogmzed over the
period to which the premiums relate'in propostion to the amount of insurance protection provided. Claim and claim
adjustment expenses are recognized when incurred.
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Premiums, benefits and expenses are stated net of reinsurance ceded to other companies. Estimated reinsurance
recoverables and the cost of reinsurance are recognized over the life of the reinsured policies using assumptions
consistent with those used to account for the underlying policies.

Foreign Currency Translation Adjustments

Assets and liabilities of foreign operations and subsidiaries reported in other than U.S. doilars are translated at the
exchange rate in effect at the end of the period. Revenues, benefits and other expenses are translated at the average
rate prevailing during the period. The effects of translating the statements of financial position of non-U.S. entities
with functional currencies other than the U.S. dollar are included, net of related hedge gains and losses and income
taxes, in “Accumulated other comprehensive income (loss).”

Commissions and Other Income

Commissions and other income principally includes securities and commodities commission revenues and asset
management fees which are recognized in the period in which the services are performed. Realized and unrealized
gains from trading activities of the Company’s securities business are also included in “Commissions and other
income.” '

Derivative Financial Instruments : :

Derivatives are financial instruments whose values are derived from interest rates, foreign exchange rates, financial
indices, or the value of securities or commodities. Derivative financial instruments used by the Company include
swaps, futures, forwards and option contracts and may be exchange-traded or contracted in the over-the-counter
market. See Note 19 for a discussion of the Company’s use of derivative financial instruments and the related
accounting and reporting treatment of such instruments.

Income Taxes

The Company and its domestic subsidiaries file a consolidated federal income tax return. The Internal Revenue
Code (the “Code”) limits the amount of non-life insurance losses that may offset life insurance company taxable
income. The Code also imposes an “equity tax” on mutual life insurance companies which, in effect, imputes an
additional tax to the Company based on a formula that calculates the difference between stock and mutual life
insurance companies’ earnings. Effective for the year ended December 31, 2001, the Company, as a stock company,
is no longer subject to the equity tax. The provision for income taxes includes an estimate for changes in the total
equity tax to be paid for prior years. Subsidiaries operating outside the United States are taxed under applicable
foreign statutes.

Deferred income taxes are recognized, based on enacted rates, when assets and liabilities have different values for
financial statement and tax reporting purposes. A valuation allowance is recorded to reduce a deferred tax asset to
that amount that is expected to be realized.

Demutualization Costs and Expenses

Demutualization costs and expenses include the cost of engaging external accounting, actuarial, investment banking,
legal and other consultants to advise the Company, the New Jersey Department of Banking and Insurance and the
New York State Insurance Department in the demutualization process and related matters as well as the cost of
printing and postage for communications with policyholders and other administrative costs. Demutualization costs
and expenses also include $340 million of demutualization consideration payable to former Canadian branch
policyholders pertaining to certain policies that Prudential Insurance transferred to London Life Insurance Company
in 1996 in connection with the sale of most of its Canadian branch operations. Under the Plan of Reorganization,
these policyholders are required to receive demutualization compensation in the form of cash. All demutualization
costs and expenses have been recorded in the periods prior to demutualization.

New Accounting Pronouncements

In September 2000, the Financial Accounting Standards Board (the “FASB”) issued Statement of Financial
Accounting Standards (“SFAS”) No. 140, “Accounting for Transfers. and Servicing of Financial Assets and
Extinguishments of Liabilities—a replacement of FASB Statement No. 125.” The Company has adopted the
provisions of SFAS No. 140 relating to transfers and extinguishments of liabilities which are effective for periods
occurring after March 31, 2001. The adoption did not have a material effect on the results of operations of the
Company. :
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In June 2001, the FASB issued SFAS No. 141, “Business Combinations”, and SFAS No. 142, “Goodwill and Other
Intangible Assets.” SFAS No. 141 requires that-the Company, account for all business combinations in the scope of
the statement using the purchase method. SFAS No. 142 requires that an- intangible: asset acquired either
individually or with a group of other assets shall initially be recognized and measured based on fair value. An
intangible asset with a finite life is amortized over its useful life to the reporting entity; an intangible asset with an
indefinite useful life, including goodwill, is not-amortized. All indefinite lived intangible assets shall be tested for
impairment in accordance with the statement. SFAS'No. 142 is effective for fiscal years beginning after December
15,-2001; however, goodwill and mtang1b1e assets' acquired after June 30, 2001 are subject immediately to the
nonamortization and -amortization provisions of this statement: The Company has ceased the amortization of
goodwill as of January 1, 2002 and believes that' the effect of implementing the impairment provisions of this
statément will not-be materral to its results of operations and financial position: Goodwill amounted to $335 million
dt December 31, 2001 and amortrzanon amounted to $21 ‘million for the year then ended. Goodwill is included in
“Other assets.” - ‘ , e =

In August 2001, the FASB 1ssued SFAS No 144 “Accountmg for the Impairment or D1sposa1 of Long-Lived
Assets.” SFAS No. 144 eliminated the Tequirement, that discontinued operatlons be measured at net realizable value
or that entities include losses that have not yet occurred. SFAS No. 144 eliminated the exception to consolidation for
a subsidiary for which control is likely to be temporary. SFAS No. 144 requires that long-lived assets that are to be
disposed of by sale be measured at the lower of book value or fair value less cost to sell. An impairment for assets
that are not to be disposed of is recognized only if the carrying amounts of long-lived assets are not recoverable and
exceed their fair values. Addrtronally, SFAS No. 144 expands the’ scope of discontinued operations to include all
components of an entity with operatrons and cash flows that (1) can be distingaished from the fest of the entity and
(2) will be eliminated from the ongomg operatlons 'Of the entrty in a disposal transaction. SFAS No. 144 is effective
for financial statements 1ssued for fiscal years begmmng after December 15, 2001 and, generally, its provisions are
to be applied prospectively. At the’ date of adoptron of thrs standard the 1mpact on results of operatlons of the
Company is not matenal ‘

Reclassifications ; '
Certain amounts in pnor years have been recla551f1ed to. conform to the current year presentatton

3. ' Discontinued Opera'aons
In December 1998, the Company entered into a definitive agreement to sell its healthcare business to Aetna, Inc.
(“Aetna”). The sale was completed on August 6, 1999. The healthcare business is reported as discontinued
operations in the accompanying consolidated financial statements. As of December 31, 1998, the measurement date,
the Company recorded a loss on disposal of $223 million, net of taxes, which included estimated operating losses of
the healthcare business subsequent to December 31, 1998 through the date of the sale, the estimated cost of retained
liabilities associated with litigation; as well as estimates of other costs in connecnon with the disposition of the
business. These included fac1ht1es closure and’ systems termmatlon costs, severance and termination benefits, the
impact of modrfrcatrons to pension and benefit plans, payments to Aetna related to the Adnumstratlve Services Only
business and payments in connéction with 4 medical loss fatio agreement (the “MLR Agreement”). The MLR
Agreement provided for payments to Aetna in the event that the medical loss ratios (i.e., incurred medical expense
divided by earned premiums) of the sold businesses were less favorable than levels specrﬁed in the MLR Agreement
for-the years-1999 and.2000. :

The: Company retained all 11ab111t1es assocrated with” lmgatron that exrsted at August 6, 1999-or commenced within
two ‘years of that date with respect to claims that were incurred. prior to August 6, 1999. The-loss on disposal
includes management’s best estimate of the cost of ‘the ultimate resolution of such Iitigation .as well as-the cost of
resolving certain matters pertaining to contractual and ‘regulatory- requirements. It is possible that additional
adjustments to this estimate may be necessary Wthh rmght be matenal to future results of operations of a parttcular
quarterly or annual perrod

The loss on dtsposal was’ mcreased in 1999 by . $400 m11110n net of taxes pnmarﬂy as a result of higher than
anticipated healthcare operating losses prior to the August 6, 1999 closing date and an increase in the Company’s
estimated-obligation under the MLR Agreement. Actual pretax losses of $370 million during that period exceeded
the original estimate of $160 million. In 2000, upon the completion.of the period.covered by the MLR Agreement
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and taking into consideration other costs incurred compared with those estimated in 1998 and 1999, the Company
reduced the loss on disposal by $77 million, net of taxes. In 2001, upon the final settlement of the MLR Agreement,
the Company reduced the loss on disposal by an additional $16 million, net of taxes.

Pursuant to a coinsurance agreement with Aetna, the Company was required to issue additional policies for new
customers in response to proposals made to brokers or customers within six months after the closing date and to renew
insurance policies until two years after the closing date. All such additional new and renewal policies were 100%
coinsured by Aetna. The purpose of the agreement was to provide for the uninterrupted operation and growth,
including renewals of existing policies and issuance of new policies, of the healthcare business that Aetna acquired
from Prudential. The operation of the business and the attendant risks, except for the existence of the MLR Agreement,
were assumed entirely by Aetna. Consequently, the following amounts pertaining to the agreement had no effect on the
Company’s results of operations. The Company ceded premiums and benefits of $966 million and $827 million,
respectively for the year ended December 31, 2001. Premium and benefits ceded for the year ended December 31,
2000 were $1,872 million and $1,418 million, respectively, and for the period from August 6, 1999 through December
31, 1999 were $896 million and $757 million, respectively. Reinsurance recoverable under this agreement, included in
“Other assets,” was $202 million at December 31, 2001 and $355 million at December 31, 2000.

4. Capital Markets Restructuring

In the fourth quarter of 2000, Prudential Securities Group Inc. exited the lead-managed equity underwriting for
corporate issuers and institutional fixed income businesses. Exiting these businesses resulted in staff reductions of
approximately 700 positions, 350 of which were eliminated in 2000 and the remainder in 2001. The positions
eliminated included investment bankers, traders, analysts and other professional and support staff. Resuits for 2000
include a pretax charge of $476 million in connection with the re§tructuring, which is presented as “Capital markets
restructuring.” The charge includes $213 million for employee related costs, consisting largely of severance and
termination benefits. The charge also includes the write-off of $140 million of goodwill previously recorded in
connection with investment banking acquisitions. Remaining charges of $123 million consist of lease termination
payments and other facility exit costs, including office equipment and leasehold improvements write-downs, and
other related costs. As of December 31, 2001, remaining reserves for capital markets restructuring costs were $28
million. See Note 20 for information pertaining to the operating results of these exited businesses.

5. Acquisition of Kyoei Life Insurance Company, Ltd.

In Apr11 2001, the Company completed ‘the acqursmon of Kyoej Life Insurance Co., Ltd. (“Kyoei”), a stock life
insurance company located in Japan, which has been accounted for as a purchase Kyoei was renamed Gibraltar Life
Insurance Company, Ltd. (“Gibraltar Life™) by the Company concurrent with the acqursmon Gibraltar Life
provides financial services throughout Japan. Gibraltar Life primarily offers four types of insurance products:
individual insurance, including life and indemnity health coverage; individual annuities; group life insurance; and
group annuities. It distributes these products through an agency force and large employer groups. Gibraltar Life also
has domestic and foreign sub51d1anes including non-insurance busrnesses which are not material to its financial
position or results of operations.

On October 20, 2000, Gibraltar Life filed for reorganization under the Reorganization Law of Japan. The
Reorganization Law, similar to Chapter 11 of the U.S. Bankruptcy Code, is intended to provide a mechanism for
restructuring financially troubled companies by permitting the adjustment of the interests of creditors, shareholders
and other interested parties. On October 20, 2000, the Tokyo District Court issued an order generally freezing
Gibraltar Life’s assets and appointed an interim Trustee who, on October 23, 2000, was appointed as sole Trustee.

On April 2, 2001, the Tokyo District Court issued its official recognition order approving the Reorganization Plan,
which was submitted by the Trustee and approved by Gibraltar Life’s creditors. The Reorganization Plan became
effective immediately upon the issuance of the recognition order, and is binding upon Gibraltar Life, its creditors,
including policyholders, its shareholders and other interested parties, whether or not they submitted claims or voted
for or against the plan. The Reorganization Plan included the extinguishment of all existing stock for no consideration
and the issuance of 1.0 million new shares of common stock. Pursuant to the Reorganization Plan, on April 19, 2001

4
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the Company contributed ¥50 billion ($395 million) in cash to Gibraltar Life’s capital and on April 20, 2001 received
100% of Gibraltar Life’s newly issued common stock. The Company also provided ¥98 billion ($775 million) to
Gibraltar Life in the form of a subordinated loan. On April 23, 2001, the Tokyo District Court declared the
reorganization proceedings concluded and dismissed the Trustee. Under the Reorganization Plan, Gibraltar Life was
restructured as follows:

¢ Gibraltar Life was dlscharged from all financial indebtedness, retaining only liabilities under insurance policies
and contracts, certain pension liabilities, liabilities incurred in the ordinary course of business and certain other
claims approved by the Trustee. All existing shares of stock were extinguished without consideration.

* Gibraltar Life’s in force insurance policies, except for group life, collective term and reinsurance p011c1es were
restructured as follows:

— The guaranteed interest rate on in'force policies was reduced to 1.75%.

— Except for 1nd1v1dua1 annuities, cash surrender values before surrender charges were reduced by an average of
approximately 11%, and maturity values were reduced by 8%. Annuities will be subject to reductions only if
" - " they are surrendered. - -

;'Special surrender chargés will be imposed on existing policies.

—Although participating - policies retain their current participating status, it is not anticipated that policy
.dividends will be paid.in the near future.

«- In-years four and eight following the recognition of the Reorganization Plan by the Tokyo District Court, a
special dividend to certain Gibraltar Life policyholders will be payable based on 70% of net realized investment
gains, if any, over the Trustee’s valuation of real estate and loans, net of transaction costs and taxes. As of
December 31, 2001, a 11ab111ty of $678 million is included in “Policyholders’ dividends” for amounts expected to
be distributed. The liability is based on the difference between the current estimated fair values of loans and real
estate at the date of the Consolidated Statements of Financial Position and the value of such assets included in the
Reorganization Plan. The liability will be adjusted as purchase discounts and premiums on loans are accreted and
amortized and as changes occur in ‘estimates of fair value of loans and real estate that are expected to have an
effect on the ultimate amount to be paid.

« No funds were requested.‘from the Life Insurance Policyholders Protection Corporation of Japan, which is the
insurance industry guaranty fund in Japan.

For purposes of inclusion in the Company’s consolidated financial statements, Gibraltar Life has adopted a
November 30 fiscal year end; therefore, the Décember 31, 2001 consolidated financial statements include Gibraltar
Life’s assets and liabilities as of November 30, 2001, and Gibraltar Life’s resuits of operations for the period April
2, 2001 through November 30, 2001. The Company’s December 31, 2001 consolidated financial statements include
assets and liabilities for Gibraltar Life of $30,238 million and $29,012 million, respectively, and income from
continuing operations before income taxes for Gibraltar Life of $238 million. Pro forma information to reflect the
acquisition of Gibraltar Life as if it had occurred as of an earlier date has been omitted, as the lack of continuity of
operations of Gibraltar Life resulting from the implementation of the Reorganization' Plan would render such pro
forma information not meaningful.
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Fixed Maturities and Equity Securities .

The following tables provide additional information relatmg to fixed maturities and equ1ty securities (excludmg

trading account assets) at December 31,

Fixed maturities available for sale

U.S. Treasury securities ‘and obligations of U.S. government corporations and agencies . .
Obligations of U.S. states and their political subdivisions .. .......................
Foreign government bonds . . ... oot e
COrporate SECUTItES .. ... .vv e eneeeenieanas,
Mortgage-backed securities ............coiiiiiiiiiiii i P

Total fixed maturities available forsale . ................. i SR L

Equity securities availableforsale .......... ... ... .. .. ... ...

Fixed maturities held to maturity

U.S. Treasury securities and obligations of U.S. government corporations and agenmes .
Obligations of U.S. states and their political subdivisions .. ......................0.
Foreign governmentbonds ... ....... ... ... o e T
COrporate SECULITIES .. . o ..o e ettt t ettt e e nen et

Total fixed maturities held to Maturity . ... ...ooveeeeeeeeeeeenna.... e

Fixed maturities available for sale

U.S. Treasury securities and obligations of U.S. government corporations and :}géncies ..
Obligations of U.S. states and their political subd1v151ons R
Foreign-government bonds . . ... ...vovoteroti e SR 2
Corporate securities ............. e P
Mortgage-backed securities ... ... i e

Total fixed maturities available fOr STl . . ... v v s eres e e .

Equity securities available forsale .................. e TR

Fixed maturities held to maturity

U.S. Treasury securities and obligations of U.S. government corporations and agencies . .
Obligations of U.S. states and their political subdivisions .. .......................
Foreign governmentbonds . ... ... .. .
COorporate SECUIIIIES . .\ ..ottt it ettt e e e e

Total fixed maturities held tomaturity .. ........... ittt iiiiiener ..
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2001
Gross Gross Estimated
- Amortized Unrealized Unrealized Fair
.Cost Gains Losses " Value
(In Millions)
$ 7,900 $ 195 $ 35 $ 8,060
1,936 65 14 1,987
17,322 330 . 62 17,590
75,072 2,810 957 76,925
5,234 - 166 20 5,380
$107,464 " $3,566 $1,088 $109,942
$ 2252 $ 230 $ 20 $ 227
2001
~ Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
(In Millions)
$ 2 $ — $ — $ 2
1 — — 1
106 - 8 R 114
265 15 . 2 278
$ 374 $ 23 % $ 395
2000
Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
(In Millions)
$ 7068 $ 358 % 2§ 7404
3,012 164 3 3,173
4,457 228 38 4,647
62,066 1,205 1,374 61,897
6,512 188 14 6,686
$ 83,115 $2,143 $1,431 $ 83,827
$ 2266 S 239 $ 188§ 2317
2000
Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
(In Millions)
$ 7 $ — $ — 3 7
40 1 1 40
193 13 — 206
12,208 343 189 12,362
$ 12,448 $ 357 $ 190 $ 12,615




Prudential Financial, Inc.

Notes to Consolidated Financial Statements

6. Investments (continued)

The amortized cost and estimated fair value of fixed maturities by contractual maturities at December 31, 2001, is
shown below: .

Available for Sale Held to Maturity
Estimated Estimated

Amortized Fair Amortized Fair

Cost Value Cost Value
) (In Millions) (In Millions)

Dueinone year or1ess . .. ..o vtte e e R © % 14,015 $ 14,181 $ 8 $ 8
Due after one year through fiveyears .......... .. ..., 24,791 25,386 130 140
Due after five years throughtenyears . ............ ..ol 28,489 29,053 89 93
DUE after 101 YEATS . ... .. oottt ettt et e e e 34,935 35,942 147 © 154

Mortgage-backed SECUTILIES ... ... ... .vvivis vt 5234 5,380 — —

Total ... $107,464  $109,942 $374 $395

Actual maturities may differ from contractual maturities because issuers have the right to call or prepay obligations.

Proceeds from the repayment of held to maturity fixed maturities during 2001, 2000 and 1999 were $139 million,
$3,266 million, and $4,957 million, respectively. Gross gains of $0 million, $8 million, and $73 million were
realized on prepayment of held to maturity fixed maturities during 2001, 2000 and 1999, respectively.

Proceeds from the sale of available for sale fixed maturities during 2001, 2000 and 1999 were $84,629 million,
$93,653 million and $117,685 million, respectively. Proceeds from the maturity of available for sale fixed maturities
during 2001, 2000 and 1999 were $13,521 million, $6,318 million and $5,105 million, respectively. Gross gains of
$1,270 million, $909 million and $884 million, and gross losses of $1,136 million, $1,408 million and $1,231
million were realized on sales and prepayments of available for sale fixed maturities ‘during 2001, 2000 and 1999,
respectively. Realized losses included $356 million in 2001 resulting from the sale of substantially all of the
Company’s Enron Corp. holdings.

Write-downs for impairments which were deemed to be other than temporary for fixed maturities
were $777 million, $540 million and $266 million, and for equity securities were $238 million, $34 million and
$205 million for the years ended 2001, 2000 and 1999, respectively.

‘Due to the adoption of SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities,” on January

1, 2001, the aggregate amortized cost of the securities transferred to the “available for sale” portfolio was $11,937
million. Unrealized investment gains of $94 million, net of .tax, were recorded in “Accumulated other
comprehensive income (loss)” at the time of the transfer in 2001.
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Commercial Loans ' .
The Company’s commercial loans were as follows at December 31,
2001 2000

Amount % of Amount % of
(In Millions} Total (In Millions) Total

Collateralized loans by properiy type

Office buildings............ I $ 3,553 20.7% % 3,727 23.1%

Retail stores . . . ... P E R 2,058 12.0% 2,465 15.3%

Residential properties .............. i 2,184 12.7% 713 4.4%

Apartment complexes .......... e e s 4,209 24.5% 4,455 27.6%

Industrial BUuildings . . ... ver it e 2,685 157% . 2,331 14.4%

Agricultural properties .................. e e 1,908 11.1% 1,856 11.5%

Other .......... T 569 3.3% 597 3.7%
Subtotal of collateralized I0aNS . .. ... vt e e e 17,166 100.0% 16,144 . 100.0%

Valuation allowance . ... .. e e (220) (225)

Total collateralizedloans . .......... ... iiiiiiiirnnen P e 16,946 _ $15,919

Uncollateralized loans )

Gibraltar Life uncollateralized loans . ... .. .o oo ie i e 3,098

Valuation alloWanCe . ... ... vte it i e (315)

Total uncollateralized loans . ........ ... oottt [ oo 2,783

Net carrying value . . . .. .. PR N $19,729

The commercial loans are geographically dispersed throughout ihe‘United States, Canada and Asia with the largest
concentrations in Japan (22.7%) and California (20.6%) at December 31, 2001.

Activity in the allowance for losses for all commercial loans, for the years ended December 31, is summarized as

follows:
2001 2000 1999

(In Millions)

Allowance for losses, beginningof year ........... ... o i i i e e $225 $221 3427
Allowance on loans acquired from Gibraltar Life . ... ............... ... . oo oo [P 739 — —_
Addition (release) of allowance for losses . ... . ... e e S e 24 17 - (201)
Charge-offs, netof recoveries .......................... e e e e (412) (13) (5)
Change in foreign exchange ............... PR 7 - —
Allowance for losses,endof year ............ .ot e $535 $225 $221

Impaired commercial loans identified in management’s specific review of probable loan losses and the related
allowance for losses at December 31, are as follows:

2001 2000

(In Millions)
Impaired commercial loans with allowance for losses ....... ... $463 8192
Impaired commercial loans with no allowance forlosses ............. . i i 243 247
Allowance for losses, end Of Year .. ... ... 333) (35
Net carrying value of impaired commercial I0ans . . .. ... .. .ttt e et e $373 3404

Impaired commercial loans with no allowance for losses are loans in which the fair value of the collateral or the net
present value of the loans’ expected future cash flows equals or exceeds the recorded investment. The average
recorded investment in impaired loans before allowance for losses was $1,309 million, $565 million and $884
million for 2001, 2000 and 1999, respectively. Net investment income recognized on these loans totaled $35
million, $37 million and $55 million for the years ended December 31, 2001, 2000 and 1999, respectively.
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Other Long-term Investments :

The Company’s “Other long-term investments” include investments in joint ventures and limited partnerships of
$2,108 million and $2,391 million at December 31, 2001 and 2000, respectively. These investments include $959
million and $1,363 million in real estate related interests and $1,149 million and $1,028 million in non-real estate
related interests at December 31, 2001 and 2000, respectively. The Company’s share of net income from such
entities was $84 million, $187 million and $217 million for the years ended 2001, 2000 and 1999, respectively, and
is reported in “Net investment income.”

Summarized combined financial information for joint ventures and limited partnership interests accounted for under
the equity method, in which the Company has an investment of $10 million or greater and an equity interest of 10%
or greater, is as follows:

At December 31,

2001 2000
(In Millions)
STATEMENTS OF FINANCIAL POSITION.
Investmentsinrealestate ...................... e e e e e e e e e e e $3,603 $3,617
INVeStMENts IN SECULIHES . . . ... vttt ettt ettt et e e e e e e 1,694 1,899
Cash and cash equivalents .............. e e e e e e e e e e e e e e 87 111
OB B88BES . . . . oottt e e e e e e 208 173
Total ASSEES . .. . o\t P $5,592  $5,800
Borrowed funds-thirdparty . ............... e e e FRRRRTR $ 598 $ 598
Borrowed funds-Prudential Financial . ........ e ................ e e } 3 —
Other liabilities ............... P L PP 1,399 1,450
Total liabilities . . . ... ... e e 2,000 2,048
Partners’ CapItal ... ... .. e e 3,592 3,752
Total liabilities and partners’ capital .......... ... . e $5,592  $5,800
Equity in partners’ capital included above . ...... ... .. $ 971 $1,030
Equity in limited partnership interests notincluded above . ........ .. .. .. o 1,137 1,361
Carryingvalue . ..........................lL. S $2,108  $2,391
For the years ended

December 31,
2001 2000 1999

(In Millions)

STATEMENTS OF OPERATIONS

Income of real estate JOINt VEMLUIES . .. . ...\ .\ttt ettt ettt e et e e et ettt e e e e e e e e $246 $257 $102
Income of other limited partnership interests . .................... e R, 142 256 530
Interest expense-third Party . . ... ..o u ittt e e e (31 (31 (@)
Other EXPENSES . . . ..ottt ittt et e e P T 251) (226) (121
Nt BAIMINGS . . ...ttt e e e e e $106 $256 $504
Equity in net earnings included above ... ............ T L. J D e ... $37 % 79 $122
Equity in net earnings of limited partnership interests not included above ..... .. [ e 47 108 95
Total equity in NEt €ATTUNES .. . ... ... .ttt ettt ettt e e .. § 84 3187 $217

“Other long-term investments” also includes investments in the Company’s separate accounts of $975 million and
$1,077 million, investment real estate of $1,072 million and $239 million which is held through direct ownership
and other miscellaneous investments of $1,263 million and $752 million at December 31, 2001 and 2000,
respectively. Of the Company’s real estate, $146 million and $181 million consist of commercial and agricultural
assets held for disposal at December 31, 2001 and 2000, respectively. Impairment losses were $7 million, $0 million
and $3 million for the years ended December 31, 2001, 2000 and 1999, respectively, and are included in “Realized
investment gains (losses), net.”
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Net Investment Income .
Net investment income for the years ended December 31, was from thg following sources:

20000 2000 1999
Lo . o AR L  (In Millions)
Fixed maturities available for sale. ... .. RPN F i e e e s oo $.6,826 $ 5938 0§ 5,602

Fixed maturities held tomaturity .......... . ... .. TR e 12 1,028 1,217
Trading aCCOUNT @SSELS . .. ..ottt t ittt et it e e e e 294 734 622
Equity securities available forsale ..................... L e R e Yeevea . 45 67 63
Commercial loans . ................ e e e BRI o.1,432 - 1,370 1,401
Policy loans ........ e e S 522 478 448
Securities purchased under agreements toresell . ........ ... . e 11 28 25
Broker-dealer related reCeivables . ... ... i e e e e e e 513 1,222 976
Short-term investments and cash equivalents . ... .. . . e 465 683 490
Other iInVeStMENt INCOIME .. .. ... . ittt ettt ettt i 419 479 455
Gross INVESHMENt IMCOMIIE . .o\ v vt ettt ettt et e e e e e ettt et et et et e ety N 10,539 - 12,027 11,299
Less investment XPenSES & ..o e it iin et e P . (1,388) (2,530) - (1,881)
Subtotal ... P R 9,151 9497 9418
Less amount relating to discontinued operations ........ ... ... . ..o it e, e — — 51
Net investmentincome .................... e $ 9151 $ A9,497 $ 9,367

Based on the carrying value, assets categorized as “non-income producing” at December 31, 2001 included in fixed
maturities, equity securities, commercial loans and other long-term investments totaled $47 million, $6 million, $19
million and $33 million, respectively.

Realized Investment Gains (Losses), Net
Realized investment gains (losses), net, for the years ended December 31, were from the following sources:

2001 2000 1999

(In Millions)

Fixed maturities . .. ...........0....... S S, S o $(639) $(1,066) $(557)
Equity securities available forsale ...... ... .. (245) 450 223
Commercial 10ans & .« ..ot e s e e e e 1 5) 209
INVESMENE TEAL €SAIE . . . < vttt ittt et e ettt e e e e e e e e e 40 49 106
Joint ventures and limited partnerships . ......... .. — 124 656
DIV AV . oottt e e e e e e e e e 126 165 305
10 11175 e © 12 B, @27

N30 Lo (705) (288) 915
Less amount related to discontinued OPErations . ... ......oiueererareeener et e, e L= = 9
Realized investment gains (I0SSE8), MEL . . ..\t vttt et e e '$(705) $ (288) $924

The “joint ventures and hmlted partnerships” category includes net realized investment gams relating to rea] estate
joint ventures’ and partnerships’ sales of their underlying invested assets, as described more fully in Note 2,
“Investments,” amounting to $0 million, $91 m11110n and $114 million for the years ended 2001 2000 and 1999
respectively.

Net Unrealized Investment Gains (Losses) : :

Net unrealized investment gains and.losses on securities available for sale and certain other long -term investments
are included in the Consolidated Statements of Financial Position as a component of -“Accumulated other
comprehensive income (loss).” Changes in these amounts include reclassification adjustments to exclude from
“Other comprehensive income (loss)” those items that are included as part of “Net income™ for a period that had
been part of “Othér comprehensive income (loss)” in earlier periods. The amounts for the years ended December 31,
are as follows: o I
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Impact of unrealized investment gains (losses) on:

Accumulated
other
comprehensive
: ’ Deferred  income (loss)
Unrealized  Deferred , income related to net
gains policy Future tax unrealized
(losses) on  acquisition  policy  (liability) investment
investmerits costs - benefits  benefit gains (losses)
E . (In Millions) '
Balance, December 31,1998 .« . ... . . ... . i i $3,337 $(260) $(1,095) 3 (710) $ 1,272
Net investment gains (losses) on investments arising during the period . (5,089) — — 1,845 (3,244)
Reclassification adjustment for (gains) losses included in net income . . 404 _ — . (146) 258
Impact of net unrealized investment (gams) losses.on deferred policy
- acquisition costs ....... — 566 — (213) 353
Impact of net unrealized investment (gains) losses on future _policy )

benefits ... FETTUTIDI . — — 1,092 (391) 701
Balance, December 31 1999 (1,348) 306 3) 385 (660)
Net investment gains (losses) on investments arlsmg during the penod . 1,458 .- — (540) 918
Reclassification adjustment for (gains) losses included in net income . . 621 — — (230) 391
Impact of net unrealized investment (gains) losses on deferred policy

ACQUISTHON COSIS . .ottt t ettt ettt — (356) —_ 132 (224)
Impact of net unrealized investment (gains) losses on future policy

benefits . ... e e —_ — ©o(1on 35 . (66)
Balance, December 31,2000 ........ .. ... ... ..., 731 (50) (104) (218) 359
Net investment gains (losses) on investments arising during the period . 757 — — (284) 473
Reclassification adjustment for (gains) losses included in net income . . 884 —_ —_ (332) 552
Impact of net unrealized investment (gains) losses on deferred policy »

ACQUISILION COSES . . .o v vttt ittt e — L (270) — 97 (173)
Impact of net unrealized investment (gains) losses on future policy '

S — — 27 (10) 17
Balance, December 31,2001 ..................... e $2372 $(320) $ a0 $ @47 $ 1,228
The table below presents unrealized gains (losses) on investments by asset class:

At December 31,
2001 2000 1999
(In Millions)
FIXed MALULILIES . ... ottt ettt et ettt et et e e e e e e $2,478 $712  $(2,118)
Bquity SBCUMILIES . .. ..ottt e P 20 51 733
Other long-term INVESMENTS . . .. ...ttt e ettt e e et e e e (126) (32) 37
Unrealized gairis (10SSES) OM INVESLIMENLS . . .\ vt oo vt ettt e ettt et r e e e et e et ea e e e et ians $2,372  $731  $(1,348)

Securities Pledged, Restricted Assets and Special Deposits

The Company pledges investment securities it owns to unaffiliated parties through certain transactions, including
securities lending, securities sold under agreement to repurchase and futures contracts. At December 31, the
carrying value of investments pledged to thlrd parties as reported in the Consolidated Statements of Fmanc1a1
Position included the followmg

2001 2000
(In Millions)
Fixed maturities available forsale ............................ EEE TR e $18,682  $20,080
Trading ACCOUNT ASSELS . .. .o\t ittt e e e et e e e O 3,379 5,796
Separate account assets ... ....... e S i P e e 2,659 2,558
Total securities pledged ... .. v .ooeoini. i, SR TR PR $24,720 $28,434
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In the normal course of its business activities, the Company accepts collateral that can be sold or repledged. The
primary sources of this collateral are securities in customer accounts, securities purchased under agreements to
resell and securities borrowed transactions. At December 31, 2001, the fair value of this collateral was
approximately $18,163 million versus $19,329 million in 2000 of which $13,933 million versus $13,099 million in
2000 had either been sold or repledged.

Assets of $2,315 million and $2,538 million at December 31, 2001 and 2000, respectively, were on deposit with
governmental anthorities or trustees as required by certain insurance laws. Addmonally, assets valued at $960
million and $1,227 million at December 31, 2001 and 2000, respectively, were held in voluntary trusts. Of these
amounts, $244 million and $470 million at December 31, 2001 and 2000, respectively, related to the multi-state
policyholder settlement described in Note 21. The remainder relates to trusts established to fund guaranteed
dividends to certain policyholders and to fund certain employee benefits. Assets valued at $158 million and
$48 million at December 31, 2001 and 2000, respectively, were pledged as collateral for bank loans and other
financing agreements. Letter stock or other securities restricted as to sale amounted to $183 million and
$779 million at December 31, 2001 and 2000, respectively. Restricted cash and securities of $1,930 million and
$2,196 million at December 31, 2001 and 2000, respectively, were included in “Other assets.” The restricted cash
represents funds deposited by clients and funds accruing to clients as a result of trades or contracts.

7. Deferred Policy Acquisition Costs

The balances of and changes in deferred policy acquisition costs as of and for the years ended December 31, are as
follows:

2001 2000 1999

) (In Millions) )

Balance, beginning of year ............... PP B S $7,063 $7324 §6462
Capitalization of commissions, sales and ISSUE EXPENSES . . ...\ ovviverninininnnnss S 1,385 1,324 1,333
AMOTHZALION .+ . ettt it et e ettt e e e e e e e e e (1,126)  (1,096) (1,155)
Change in unrealized investment gains and lOSSES . ........ ... uiut i e L 270) (356) 566
Foreign currency translation ... ... e N e (184) -~ (154) 118
Acquisition of subsidiary ................. ... OO — 21 —
Balance, end of year ............ . i e L S $6,868 $7063 $77324
8. Policyholders’ Liabilities
Future Policy Benefits
Future policy benefits at December 31, are as follows:
: 2001 2000

) (In Millions)
L IS UIANCE .« . . it ettt e e e e e e e e e $71,276  $53,453
ANNMUILES « o oottt ettt et et et e e e e ettt e e e e e e . 14,500 13,398
Other contract Habilities . ... .......oouiiuttit e T SR 1,215-° 1,008
Total future policy benefits ................ e e e $86,991 $67,859

The Company’s participating insurance is included within the Closed Block Business. Part101pat1ng insurance
represented 37% and 40% of domestic individual life insurance in force at December 31, 2001 and 2000,
respectively, and 92%, 94% and 95% of domestic individual life insurance premiums for 2001, 2000 and 1999,
respectively.

Life insurance liabilities include reserves for death and endowment policy benefits, terminal dividends and certain
health benefits. Annuity liabilities include reserves for life contingent immediate annuities and life contingent group
annuities. Other contract liabilities primarily consist of unearned premium and benefit reserves for group health
products. .
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The following table highlights the key assumptions generally utilized in.calculating these reserves (excluding
consideration of premium deficiency reserves and reserves relating to Gibraltar Life):

Product ' ) o - Mortality - - Interest Rate Estimation Method

Life insurance ............... For Closed Block Business, rates guaranteed in 2.3‘% to 11.3% (b) Net level premium (a)
calculating cash surrender values; for Financial
Services Businesses, based on company
experience or standard industry tables
. established at policy issue (a)

Individual annuities .......... 1971 1AM, 1983 IAM and A2000 individual 3.5% to 13.4% (b) Present value of expected future
annuity mortality tables with certain : payments based on historical
modifications based on company experience ) experience (a)
established at policy issue (a) o
Group annuities ............. 1951 and 1983 Group Annuity Mortality Tables  4.0% to 17.3% Present value of expected future
with certain modifications based on company payments based on historical
experience established at policy issue "~ . - experience
Other contract liabilities ....... ‘ - 235%1011.5% Present value of expected future
‘ S ' payments based on historical
experience

(a) Mortality assumptions for life insurance policies and individual annuities relating to Gibraltar Life are established at policy issue based on
current Japanese industry tables with certain modifications based on company experience. Reserves for life insurance policies and individual
annuities relating to Gibraltar Life are estimated based on the net level premium.method and the present value of expected future payments
based on historical experience, respectively.

(b) Interest rates used in establishing such reserves relating to Gibraltar L1fe range from 1.3% to 1.9% for both life insurance and individual

" annuity liabilities.

Premium deficiency reserves are established, if necessary, when the liability for future policy benefits plus the
present value of expected future gross premiums are determined to be insufficient to provide for expected future
policy benefits and expenses and to recover-any unamortized policy acquisition costs. Premium deficiency reserves
have been recorded for the group single premium annuity business, which consists of limited-payment, long
duration traditional and non-participating annuities; structured settlements and single premium immediate annuities
with life contingencies; and for certain individual health policies. Liabilities of $1,867 million and $2,002 million
are included in “Future policy benefits” with respect to these deficiencies at December 31, 2001 and 2000,
respectively.

Policyholders’ Account Balances
Policyholders’ account balances at December 31, are as follows:

2001 2000
: (In Millions)
Individual annuities . .. . .. ... e e $ 7564 $ 5,097
GIOUP ANNUILIES . . .. oottt et i e e et et e e e e et e e e 4,035 2,022
Guaranteed investment contracts and guaranteed INEIESLACCOUNTS . ... .. u it iin ittt iiiiaia e ianas 13,031 12,852
Interest-sensitive Jife CONMIACTS . . . ... . i it ittt e e e et e e e e e - 8,112 3,809
Dividend accumulations and Other . ... ... ... . o e 10,591 3,942

Policyholders’ account balances . .............. J e e $43,333  $32,722

Policyholders’ account balances for interest-sensitive life and investment-type contracts represent an accumulation
of account deposits plus credited interest less withdrawals, expenses and mortality charges.
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Certain contract provisions that determine the pohcyholders account balances are as follows (excludmg account

balances relating to Gibraltar Life): -

Interest Rate
2.5% t0 16.0% (a)
2.0% to 13.9% (a)

Product

Individual annuities .. .............
Group annuities ..................

Guaranteed investment contracts and

guaranteed interest accounts . ... .. 3.0% 10 15.4%

Interest-sensitive life contracts ...... 1.5% t0 12.4% (a)

Dividend accumulations and other . .. 2.0% t0 11.5% (a)

Withdrawal/Surrender Charges

0% to 7% for up to 9 years (b)

Contractually limited or subject to market value adjustment (b)

Generally, subject to market value withdrawal provisions for any
funds withdrawn other than for benefit responsive and contractual
payments

‘Various up to 10 years {(c)

Generally, not subject to withdrawal/surrender charges, except for
certain contracts where withdrawal/surrender is limited or subject
to a market value adjustment (b)

(a) Account balances relating to Gibraltar Life contain interest crediting rates of 0.5% to 1.8% for individual annuities, 1.5% for group annuities,
0.5% to 1.5% for interest-sensitive life contracts, and 0.5% for dividend accumulations and other contracts.
(b) Individual and group annuity account balances relating to Gibraltar Life are subject to withdrawal/surrender charges which decline from 15%

to 0% over 8 years.

(¢) Account balances of interest-sensitive life contracts relating to Gibraltar Life are subject to various withdrawal/surrender charges up to 10

years.

Unpaid Claims and Claim Adjustment Expenses

The following table provides a reconciliation of the activity in the liability for unpaid claims and claim adjustment
expenses for property and casualty ‘insurance, which includes the Company’s Property and Casualty Insurance
segment, as well as the Company’s wind-down commercial lines business, primarily environmental and asbestos-
related claims, and accident and health insurance at December 31:

BaldnceatJanuary 1 ........ ... i s
Less reinsurance recoverables,net ........... ... iiiiiie.n

Netbalance atJanuary 1 ......... ..o,

Incurred related to:
CUITENE YEAT . ..ottt et e et et e aee s
Prioryears .......ocoiiiiiiiiiiiii

Total incurred . . ..o e e

Paid related to:
Currentyear ....................... e e
Prioryears ...

TOAI PAIG <+ v e ettt e et e e e

Acquisitions (dispositions) (8) . ......... it e

Netbalance at December 31 ....ovvivieivre v iinennns
Plus reinsurance recoverables,net . ......... ... ... . e

Balance at December 31 ... .. i e

2001 2000 1999
Accident Property Accident Property Accident Property
and and and and and and
Health  Casualty Health  Casualty Health. Casualty
‘ (In Millions) : :
$1,701 $1,848 $1,735 $2,409 $2,307 $2,716 -
246 . 608 - 378 451 50 533
1,455 1,240 1,357 1,958 2,257 " 2,183
632 1,440 537 - 1,271 - 4,218 1,249
(45) (113) (22) ' (150) (73) (54).
587 1,327 515 1,121 4,145 1,195
219 932 152 842 3,206 700
312 553 265 634 874 720
531 1,485 417 1,476 4,080 1,420
15 — —_ (363) (965) —
1,526 1,082 1,455 1,240 1357 7 1,958
129 671 246 608 378 451
$1,655 $1,753 $1,701 $1,848 $1,735 $2,409

(a) The 2001 accident and health increase relates to the acquisition of Gibraltar Life. The reduction in the 2000 property and casualty balance is
primarily attributable to the sale-of G]braltar Casualty Company, the 1999 accident and health reduction relates to the sale of Prudential’s

healthcare business.
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The accident and health reinsurance recoverable balance at December 31, 2001, 2000 and 1999 includes $117
million, $239 million and $371 million, respectively, attributable to the Company’s discontinued healthcare
business. The accident and health balance at J anuary 1, 1999 includes $1,026 nnlhon attributable to the Company’s
discontinued. healthcare business. .

The unpaid claims and claim adjustment expenses presented above include estimates for liabilities associated with
reported claims and for incurred but not reported claims based, in part, on the Company’s experience. Changes in
the estimated cost to settle unpaid claims are.charged or credited to the Consolidated Statements of Operations
penodlcally as the estimates are revised. Accident and health unpald claims liabilities are discounted using interest
rates ranging from 3.5% to 7.5%. -

The amounts incurred for claims and claim adjustment expenses for property and casualty related to prior years
were primarily driven by lower than anticipated losses for the auto line of business. The amounts incurred for claims
and claim adjustment expenses for accident and health related to prior years were primarily due to improved long-
term disability claim termination experience.

9.- Closed Block

Effective with demutualization, the Company adopted the American Institute of Certified Public Accountants
Statement of Position (“SOP”) 00-3, “Accounting by Insurance Enterprises for Demutualizations and Formations of
Mutual Insurance Holding Companies and For Certain Long-Duration Participating Contracts.” SOP 00-3 addresses
financial statement presentation and accounting for certain participating policies after demutualization, accounting
for demutualization expenses, and accounting for retained earnings and other comprehensive income at the date of
demutualization.

On the date of demutualization, Prudential Insurance established a Closed Block for certain individual life insurance
policies and annuities issued by Prudential Insurance in the United States. The Closed Block forms the principal
component of the Closed Block Business. For a discussion of the Closed Block Business see Note 20. The Company
established a separate closed block for participating individual life insurance policies issued by the Canadian branch
of Prudential Insurance. Because of the substantially smaller number of outstanding Canadian policies, this separate
closed block is insignificant in size and is not included in the information presented below.

The policies included in the Closed Block are specified individual life insurance policies and individual annuity
contracts that were in force on the effective date of the Plan of Reorganization and for which Prudential Insurance is
currently paying or expects to pay experience-based policy dividends. Assets have been allocated to the Closed
Block in an amount that has been determined to produce cash flows which, together with revenues from policies
included in the Closed Block, are expected to be sufficient to support obligations and liabilities relating to these
policies, including provision for payment of benefits, certain expenses, and taxes and to provide for continuation of
the policyholder dividend scales in effect in 2000, assuming experience underlying such scales continues. To the
extent that, over time, cash flows from the assets allocated to the Closed Block and claims and other experience
related to the Closed Block are, in the aggregate, more or less favorable than what was assumed when the Closed
Block was established, total dividends paid to Closed Block policyholders in the future may be greater than or less
than the total dividends that would have been paid to these policyholders if the policyholder dividend scales in
effect in 2000 had been continued. Any cash flows in excess of amounts assumed will be available for distribution
over time to Closed Block policyholders and will not be available to stockholders. If the Closed Block has
insufficient funds to make guaranteed policy benefit payments, such payments will be made from assets outside of
the Closed Block. The Closed Block will continue in effect as long as any policy in the Closed Block remains in
force unless, with the consent of the New Jersey insurance regulator, it is terminated earlier.

The recorded assets and liabilities were allocated to the Closed Block at their historical carrying amounts. The
excess of Closed Block Liabilities over Closed Block Assets at the effective date of the demutualization (adjusted to
eliminate the impact of related amounts in “Accumulated other comprehensive income (loss)”) represents the
estimated maximum future earnings from the Closed Block expected to result from operations attributed to the
Closed Block after income taxes. As required by SOP 00-3, the Company developed an actuarial calculation of the
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timing of such maximum future earnings. If actual cumulative earnings in any given period are greater than the
expected cumulative earnings, only the expected earnings will be recognized in income. Any excess of actual
cumulative earnings over expected cumulative earnings will represent undistributed accumulated earnings
attributable to policyholders and will be recorded as a policyholder dividend obligation to be paid to Closed Block
policyholders as an additional policyholder dividend unless otherwise offset by future Closed Block performance
that is less favorable than originally expected. As of December 31, 2001, no such additional policyholder dividends
were recorded. If over such period, the actual cumulative earnings of the Closed Block are less than the expected
cumulative earnings of the Closed Block, the Company will recognize only the actual earnings in income. However,
the Company may change policyholder dividend scales in the future, which would be intended to increase future
actual earnings until the actual cumulative earnings equal the expected cumulative earnings.

On November 13, 2001, Prudential Insurance’s Board of Directors acted to reduce dividends, effective January 1,
2002, on Closed Block policies to reflect unfavorable investment experience that has emerged since July 1, 2000,
the date the Closed Block was originally funded. This action resulted in a $104 million reduction of the liability for
policyholder dividends recognized in the year ended December 31, 2001.

Closed Block Liabilities and Assets designated to the Closed Block at December 31, 2001, as well as maximum
future earnings to be recognized from Closed Block Liabilities and Closed Block Assets, are as follows:

Closed Block Liabilities and Closed Block Assets December 31, 2001
(In Millions)
Closed Block Liabilities
Future policy Benefits .. ... ...\ttt e $47,239
Policyholders’ dividends payable .. ........ .. .. i e 1,171
Policyholders’ account balances . . ... ... ... ..ttt e e s 5,389
Other Closed Block Labilities . ... ...t i i e e e e e e e e 4,603
Total Closed Block Liabilities . . .. .. . oottt e e e et e et et e e e, $58,402
Closed Block Assets
TOtal INVESIIMENLS . . . . ..ottt e e ettt ettt et s e e e e e et e e e e e e $52,492
Cash .......... e e e e e e e 1,810
Accrued INVESHMENE INCOIME . ...\ttt ettt ettt ettt e et s et e et e e e ettt e e e et 716
Other Closed BloCK assets . .. ..o ottt e e 635
Total Closed BloCK ASSeS . . ..ottt et e ettt e r e et e e e e e e e $55,653
Excess of reported Closed Block Liabilities over Closed BIOcK ASSEIS ... ...ttt cie e nns $ 2,749
Portion of above representing other Comprehensive INCOME . .. ... ..ottt ittt i aeans 792
Maximum future earnings to be recognized from Closed Block Assets and Closed Block Liabilities . .................. $ 3,541
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Closed Block revenues and benefits-and expenses for the period from the date of demutualization through December
31, 2001 were as follows:

December 18, 2001
through
Closed Block Revenues and Benefits and Expenses ) December 31, 2001
(In Millions)
Revenues
PIeMIUINS . . .o e e e e e $293
Net investMent iNCOIMIE . . ...\ttt et ettt et et et et sttt et e e et bt e e e a e e e 129
Realized investment gains, net .............. e B N 24
Otherincome . ..... ..ot A, T PP P
Total Closed BIOCK TEVENUES . . ... ..o e e et 449
Benefits and Expenses .
Policyholders’ benefits ... .. .. ... ... . . e 288
Interest credited to policyholders’ account balances . ........ ...ttt 5
Dividends to policyholders ... ... .. .. 100
General and administrative expense charge . ....... ... i e e 33
Total Closed Block benefits and eXpenses . ... ....... .. i ottt 426
Closed Block benefits and expenses, net of Closed Block revenues before income taxes .......... e SR D 23
INCOME tAXES . . . ettt et e e e e e e e e 2
Closed Block benefits and expenses, net of Closed Block revenues and income taxes ...............coooiivineno. .. 1

10. Reinsurance

The Company participates in reinsurance in order to provide additional capacity for future growth and limit the
maximum net loss potential arising from large risks. Life reinsurance is accomphshed through various plans of
reinsurance, primarily yearly renewable term and coinsurance. Property and casualty reinsurance is placed on a pro-
rata basis and excess of loss, including stop loss, basis. Reinsurance ceded arrangements do not discharge the
Company as the primary insurer. Ceded balances would represent a liability of the Company in the event the
reinsurers were unable to meet their obhgatlons to the Company under the terms of the feinsurance agreements.
Reinsurance premiums, commissions, expense reimbursements, benefits and reserves related to reinsured long-
duration contracts are accounted for over the life of the underlying reinsured contracts using assumptions consistent
with those used to account for the underlying contracts. The cost of reinsurance related to short-duration contracts is
accounted for over the reinsurance contract penod Amounts recoverable from reinsurers, for both short and long-
duration reinsurance arrangements, are estimated in a manner consistent with the cla1m habllmes and policy beneﬁts
assomated with the reinsured policies.

The tables presented below exclude amounts pertaining to the Company’s discontinued healthcare operations. See
Note 3 for a discussion of the Company’s coinsurance agreement with Aetna.

Reinsurance amounts included in the Consolidated Statements of Operations for the years ended December 31, were
as follows:

2001 2000 1999

(In Millions)

DIFECE PIEIMIBITIS « o oo ottt ittt ettt et e e et e e e ettt e et e e et e e $13,066 $10,686 $10,121
Reinsurance asstmed . .. ... .. .ttt ittt e e e e e 95 86 66
Reinsurance ceded .. ... .. e e (684) (591) (659)

PremmUINIS . Lo e e $12,477 310,181 $ 9,528

Policyholders’ benefits ceded ... ... e e $ 845 $ 642 $ 483
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Reinsurance recoverables, included in “Other assets” at December 31, were as follows:

2001 2000
(In Millions)
LifE IMSUMANCE . oo v v ettt e et e e e e e e e e b e e e e e e e e e e e e e e e e $ 795 $ 674
Property and CasUAILY . ... ..ottt e e 694 628
OMher FEIMSUIAINCE . .ottt t ettt ettt e e et et e et e e e e ettt s et e e e e e 82 76
Total reinsurance TECOVETAbIE . . . ..o it e e $1,571 $1,378

Three major reinsurance companies account for approximately 48% of the reinsurance recoverable at December 31,
2001. The Company periodically reviews the financial condition of its reinsurers and amounts recoverable
therefrom in order to minimize its exposure to loss from reinsurer insolvencies, recording an allowance when
necessary for uncollectible reinsurance.

1. Short-term and Long-term Debt

Short-term Debt
Short-term debt at December 31, is as follows:

2001 2000

(In Millions)
COMIMETCIAl PAPET . . v vt et ettt et e et ettt e et e e e e $3,182 $ 7,686
NOtES PAYADIE . . oottt e e e e e 1,469 2,728
Current portion of long-term debt . . . .. ... . ‘ 754 717
Total ShOFt-LEM AEDt . . . . .o\ e vt e e e e et e e et et e e e e o $5405  $11,131

The weighted average interest rate on outstanding short-term debt, excluding the current pomon of long-term debt,
was approximately 3.9% and 6.4% at December 31, 2001 and 2000, respecuvely

At December 31, 2001, the Company had $4,215 rn_illion in committed lines of credit from numerous financial
institutions, all of which were unused. These lines of credit generally have terms ranging from one to five years.

The Company issues commercial paper primarily to manage operatlng cash flows and existing commitments, meet
working capital needs and take advantage of current investment opportunities. At December 31, 2001 and 2000, a
portion of commercial paper borrowings were supported by $4,000 million and $3,500 million of the Company’s
existing lines of credit, respectively. At December 31, 2001 and 2000, the weighted average maturity of commercial
paper outstanding was 21 and 25 days, respectively.
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Long-term Debt
Long-term debt at December 31, is as follows:

Maturity

Description . ' - ', » Dates Rate 2001 2000
. . . (In Millions)
Prudential Holdings, LLC notes (the “IHC debt”) . )
SEHES A ©veriiie, PRI e L 2017 (a) ® $ 333 § —
SEHES B oo " 2023 (a) 7245% 777 —
SeriesC ............. R e ‘ 2023 (a) 8.695% 640 —
Fixedratenotes ...................... ... U e e
US.Dollar ....... A e . 2002-2035 5.97%-15.00% 1,147 758
Japanese Yen .. ...ttt 2010 ©) 348 —
Floating rate notes (“FRNs™) .............. L ‘
US.Dollar ... .ot S SN 2002-2035 (d) 975 640
Canadian Dollar ... ... .. . . i . 2003 (e) 80 96
Japanese Yen ...................... e 2010 f) 15 —
Great BritainPound .. ................. Lo P 2002 (2) — 20
Surplusnotes .................. e e e e e e 2003-2025 6.875%-8.30% 989 © 988
Totallongtermdebtu.‘.........,......: ........ e ........... $5,304 $2,502

(a) Annual scheduled repayments of prmmpal for the Senes A and Series C notes begln in 2013 Annual scheduled repayments of principal for
the Series B notes begin in 2018.

(b) The interest rate on the Series A notes is a floating rate equal to LIBOR plus 0.875% per year. The interest rate in 2001 was 2.74%.

(c) The interest rate on the Japanese Yen denominated fixed rate note is 2.2% through 2008 at which time it becomes a floating rate note.

(d) The interest rates on the U.S. dollar denominated FRNs are generally based on rates such as LIBOR, Constant Maturity Treasury and the
Federal Funds Rate. Interest rates on the U.S. dollar denominated FRNs ranged from 2.07% to 9.42% in 2001 and 5.99% to 7.08% in 2000.
The 2000 interest rate range excludes a $29 million S&P 500 index linked note which had an interest rate range of 0.10% to 0.46%.

(e) The interest rate on the Canadian Dollar denominated FRN is based on the Canadian Bankers Acceptances Rate (CADBA) less 0.30%. This
note has a contractual floor of 6.00% with a contractual cap of 9.125%. This rate ranged from 6.00% to 6.84% and 6.12% to 6.84% in 2001
and 2000, respectively.

(f) The interest rate on the Japanese Yen denominated FRN is based on the Yen LIBOR plus 1.20%. The interest rate in 2001 was 1.32%.

(g) The interest rate on the Great Britain Pound denominated FRN was based on the three month Sterling LIBOR plus 0.10% per year. This rate
ranged from 6.22% to 6.89% in 2000.

Several long-term debt agreements have restrictive covenants related to the total amount of debt, net tangible assets
and other matters. At December 31, 2001 and 2000, the Company was in compliance with all debt covenants.

Payment of interest and principal on the surplus notes issued after 1993, of which $690 million and $689 million
were outstanding at December 31, 2001 and 2000, respectively, may be made only with the prior approval of the
Commissioner of Banking and Insurance of the State of New Jersey (“the Commissioner”). The Commissioner
could prohibit the payment of the interest and principal on the surplus notes if certain statutory capital requirements
are not met. At December 31, 2001, the Company has met these statutory capital requirements.

In order to modify exposure to interest rate and currency exchange rate movements,.the Company utilizes derivative
instruments, primarily interest rate swaps, in conjunction with some of its debt issues. The effect of these derivative
instruments is included in the calculation of the interest expense on the associjated debt, and as a result, the effective
interest rates on the debt may differ from the rates reflected in the tables above. Floating rates are determined by
contractual formulas and may be subject to certain minimum or maximum rates. See Note 19 for additional
information on the Company’s use of derivative instruments.

Interest expense for short-term and long-term debt was $647 million, $1,056 million, and $863 million, for the years
ended December 31, 2001, 2000, and 1999, respectively. Securities business related interest expense of $287
million, $456 million and $312 mllhon for the years ended December 31, 2001, 2000 and 1999, respectively, is
included in “Net investment income.’
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Prudential Holdings, LLC Notes

On the date of demutualization, Prudential Holdings, LLC (“PHLLC”), a wholly owned subsidiary of Prudential
Financial, issued $1.75 billion in senior secured notes (the “THC debt”). PHLLC owns the capital stock of Prudential
Insurance and does not have any operating businesses of its own. The THC debt represents senior secured
obligations of PHLLC with limited recourse; neither Prudential Financial, Prudential Insurance nor any other
affiliate of PHLLC is an obligor or guarantor on the IHC debt. The IHC debt is collateralized by 14% of the
outstanding common stock of Prudential Insurance and other items specified in the indenture, primarily the “debt
coverage service account” discussed below.

PHLLC’s ability to meet its obligations under the THC debt is dependent principally upon sufficient available funds
being generated by the Closed Block Business and the ability of Prudential Insurance, the sole direct subsidiary of
PHLLC, to dividend such funds to PHLLC. The payment of scheduled principal and interest on the Series A notes
and the Series B notes is insured by a financial guarantee insurance policy. The payment of principal and interest on
the Series C notes is not insured. The IHC debt is redeemable prior to its stated maturity at the option of PHLLC
and, in the event of certain circumstances, the [HC debt bond insurer can require PHLLC to redeem the [HC debt.

Net proceeds from the IHC debt amounted to $1,727 million. The majority of the net proceeds, or $1,218 million,
was distributed to Prudential Financial through a dividend on the date of demutualization for use in the Financial
Services Businesses. Net proceeds of $437 million were deposited to a restricted account within PHLLC. This
restricted account, referred to as the “debt service coverage account,” constitutes additional collateral for the ITHC
debt and is maintained in the Financial Services Businesses. The remainder of the net proceeds, or $72 million, was
used to purchase a guaranteed investment contract to fund a portion of the financial guarantee insurance premium
related to the THC debt.

Summarized consolidated financial data for Prudential Holdings, LLC is presented below. Amounts include results
of operations and cash flows of Prudential Insurance prior to the date of demutualization.

(In Millions)

Consolidated Statement of Financial Position data at December 31, 2001:

Ol ASSEES . . o\ ottt ettt e e e e e e e e $220,585

Total Habilities . . ... oot e e e P $205,994

Total €QUILY .. ..ottt F P $ 14,591

Total liabilities and eqUILY .. ... .. ...ttt e e $220,585
Consolidated Statement of Operations data for the year ended December 31, 2001:

Totalrevenues .. ........c.ovuiunenn.. PO e P $ 27,168

Total benefits and EXPENSES .. ..o\ vnee et it e e e e $ 27,395

Loss from continuing Operations .. ... .. ...ttt e e $ @2

Nt 0SS o o ittt et et e e e $ (15D
Consolidated Statement of Cash Flows data for the year ended December 31, 2001:

Cash flows used in operating activities ............ N e e e $ 5240

Cash flows from investing activities . . ... . e $ 7401

Cash flows used in financing activities ........................ e e e e $(13,730)

Net decrease in cash and cash equivalents .. .. ... . . i e $ (1,089)

Prudential Financial is a holding company and is a legal entity separate and distinct from its subsidiaries. The rights
of Prudential Financial to participate in any distribution of assets of any subsidiary, including upon its liquidation or
reorganization, are subjéct to the prior claims of creditors of that subsidiary, except to the extent that Prudential
Financial may itself be a creditor of that subsidiary and its claims are recognized. PHLLC and its subsidiaries have
entered into covenants and arrangements in connection with the issuance of the IHC debt which are intended to
confirm their separate, “bankruptcy-remote” status, by assuring that the assets of PHLLC and its subsidiaries are not
available to creditors of Prudential Financial or its other subsidiaries, except and to the extent that Prudential
Financial and its other subsidiaries are, as shareholders or creditors of PHLLC and its subsidiaries, entitled to those
assets. -

At December 31, 2001, the Company was in compliance with all IHC debt covenants.
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On the date of demutualization, Prudential Financial issued 13,800,000 6.75% equity security units (the “Units”) to
the public at an offering price of $50 per Unit for gross proceeds of $690 million. The Units are traded on the New
York Stock Exchange under the symbol “PFA.” Each Unit has a stated amount of $50 and initially consists of (1) a
contract requiring the holder to purchase (the “purchase contract”), for $50, shares of Common Stock of Prudential
Financial on November 15, 2004 (the “settlement date”), and (2) a redeemable capital security of Prudential
Financial Capital Trust I (the “Trust”), a statutory business trust created under Delaware law, with a stated
liquidation amount of $50. The redeemable capital securities are initially pledged to secure the obligations of the
Unit holders to purchase Common Stock under the purchase contracts. The number of shares of Common Stock that
will be received upon settlement of the purchase contracts (the “settlement rate”) will be based upon the “applicable
market value” of the Common Stock. The “applicable market value” means the average of the closing price per
share of Common Stock on each of the twenty consecutive trading days ending on the third trading day preceding
the settlement date. If the “applicable market value” of the Common Stock is equal to or greater than $34.10, then
the settlement rate will be 1.47 shares of Common Stock per purchase contract. If the “applicable market value” of
the Common Stock is less than or equal to $27.50, then the settlement rate will be 1.82 shares of Common Stock per
purchase contract. If the “applicable market value” of the Common Stock is greater than $27.50 but less than
$34.10, the settlement rate will be equal to $50 divided by the “applicable market value” of Common Stock per
purchase contract.

At the time of issuance of the Units by Prudential Financial, the Trust also issued 426,805 shares of common
securities to Prudential Financial at a price of $30 per common security for gross proceeds of $21 million. The
combined proceeds to the Trust from the issuances of the redeemable capital securities and the common securities
(collectively, the “Trust securities”), or $711 million, were invested by the Trust in $711 million aggregate principal
amount 5.34% debentures of Prudential Financial maturing on November 15, 2006. The interest rate payable on the
debentures will be reset to, and at the time of, any reset to the distribution rate on the redeemable capital securities as
noted below. Prudential Financial may defer interest payments on the debentures; however, the payments cannot be
deferred beyond the maturity date of the debentures of November 15, 2006. Upon repayment of the debentures by
Prudential Financial to the Trust on their maturity date, the Trust will use the cash proceeds, after satisfaction of any
liabilities to creditors of the Trust, to repay the redeemable capital securities at their aggregate stated liquidation
amount plus any accrued and unpaid distributions. The Trust may not redeem the redeemable capital securities at any
other time, for any reason or under any other circumstances. The debentures represent the sole assets of the Trust and
the redeemable capital securities and common securities represent an undivided beneficial ownership interest in the
assets of the Trust. The redeemable capital securities rank equally with the common securities except that, in the
event of default by Prudential Financial on the debentures, the redeemable capital securities become senior to the
common securities. The debentures are unsecured obligations of Prudential Financial and rank equally in right of
payment to all other senior unsecured debt of Prudential Financial. Prudential Financial is dependent on dividends
and other distributions from its subsidiaries in order to make the principal and interest payments on the debentures.

Holders of the purchase contracts receive, from Prudential Financial, quarterly contract fee payments at an annual
rate of 1.41% of the stated rate of $50 per purchase contract through and including the settlement date. Prudential
Financial has the option to defer contract fee payments on the purchase contracts; however, the payments cannot be
deferred beyond the settlement date. Holders of the redeemable capital securities receive, from the Trust, quarterly
cumulative cash distributions at an annual rate of 5.34% of the stated liquidation amount of $50 per redeemable
capital security through and including August 15, 2004. The quarterly distribution rate on the redeemable capital
securities may be reset, in conjunction with a planned remarketing of the redeemable capital securities on August
15, 2004, effective for distributions and interest accrued from August 16, 2004 to November 15, 2006. If Prudential
Financial defers interest payments on the debentures as noted above, the Trust will also defer distributions on the
Trust securities. During any pericd in which payments are deferred on the purchase contracts or on the debentures
and Trust securities, Prudential Financial cannot declare or pay any dividends or distributions on its capital stock,
other than the Class B stock, or make certain other payments relating to the capital stock, other than the Class B
Stock, and debt of the Company that is equal to or junior to the debentures.

Prudential Financial has irrevocably guaranteed, on a senior and unsecured basis, distributions on and the stated
liquidation amount of the redeemable capital securities to the extent of available Trust funds. The guarantee is
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unsecured and ranks equally in right of payment to all other senior unsecured debt of Prudential Financial.
Prudential Financial currently has no outstanding secured or other debt that would rank senior to this guarantee;
however, Prudential Financial’s guarantee is effectively junior to the debt and other liabilities of its subsidiaries.

The financial statements of the Trust have been consolidated within the financial statements of the Company.
Accordingly, the investment in the common securities of the Trust by Prudential Financial and the investment in the
debentures of Prudential Financial by the Trust have been eliminated in consolidation and the redeemable capital
securities, to which the entire gross proceeds of $690 million from the issuance of the Units have been allocated, are
reported as “Guaranteed minority interest in. Trust holding solely debentures of Parent.” Distributions on the
redeemable capital securmes are reported as a charge to minority interest, which is included within “General and
administrative expenses.” The present value of the sum of the contract fee payments on the purchase contracts of
$26 million has been recorded as a charge directly to equity with a corresponding credit to liabilities. The contract
fee payments are allocated to the liability established and interest expense as the payments.are made. Issuance costs
incurred in connection with the offering of the Units, which have been paid by Prudential Financial, amounted to
$27 million and are included in “Other assets.” The issuance costs are being amortized over the life of the
redeemable capital securities. : ‘ :

13.  Stockholders’ Equity

Preferred Stock .
Prudential Financial adopted a shareholder rights plan (the “rights plan”) under which each outstanding share of
Common Stock is coupled with a shareholder right. The rights plan is not applicable to any Class B Stock. Each
right initially entitles the holder to purchase one one-thousandth of a share of a series of Prudential Financial
preferred stock upon payment of the exercise price. At the time of the demutualization, the Board of Directors of
Prudential Financial determined that the initial exercise price per right is $110, subject to adjustment from time to
time as provided in the rights plan. There is no preferred stock outstanding at Decernber 31, 2001.

Common Stock and Class B Stock

On the date of demutualization, Prudential Financial completed an initial public offermg of 110.0 million shares of
its Common Stock at an initial public offering price of $27.50 per share. The shares of Common Stock issued in the
offerings were in addition to 457.1 million shares of Common Stock the Company distributed to policyholders as
part of the demutualization. On December 21, 2001, Prudential Financial issued an additional 16.5 million shares of
Common Stock at an offering price of $27.50 per share as a result of the exercise of the over-allotment option
granted to underwriters in the initial public offering. The Common Stock is traded. on the New York Stock
Exchange under the symbol “PRU.” Also on the date of demutualization, Prudential Financial completed the sale,
through a private placement, of 2.0 million shares of Class B Stock at a price of $87.50 per share. The Class B Stock
is a separate class of common stock which is not publicly traded.

Holders of Common Stock have no interest in a legal entity representing the Financial Services Businesses and
holders of the Class B Stock have no interest in a legal entity representing the Closed Block Business and holders of
each class of common stock are subject to all of the risks associated with an investment in the Company.

In the event of a liquidation, dissolution or winding-up of the Company, holders of Common Stock and holders of
Class B Stock would be entitled to receive a proportionate share of the net assets of the Company that remain after
paying all 11ab111t1es and the liquidation preferences of any preferred stock.

On January 22, 2002, Prudential Financial’s Board of Directors authorized the repurchase of up to $1 b11110n of the
outstanding Common Stock over an unspecified period of time.

Dividend Restrictions : :
Prudential Financial’s principal sources of funds to meet its obhgauons including the payment of shareholder
dividends and operatlng expenses, will be dividends and interest from its subsidiaries. The regulated insurance,
broker-dealer and various other subsidiaries are subject to regulatory hmltatlons on thelr payment of dividends and
other transfers of funds to Prudential Financial.
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New Jersey insurance law provides that dividends or distributions may be declared or paid by Prudential Insurance
without prior regulatory approval only from unassigned surplus, as determined pursuant to statutory accounting
principles, less unrealized capital gains and certain other. adjustments. In connection with the demutualization,
unassigned surplus was reduced to zero, thereby limiting Prudential Insurance’s ability to pay a dividend in 2002
primarily to the amount of its statutory net gain from operations, not including realized investment gains, for the
period from December 18, 2001 through December 31, 2001. In addition, Prudential Insurance must obtain prior
non-disapproval from the New Jersey insurance regulator before paying a dividend if the dividend, together with
other dividends or distributions made within the preceding twelve months, would exceed the greater of 10% of
Prudential Insurance’s surplus as of the preceding December 31 or its net gain from operations for the twelve month
period ending on the preceding December 31.

The laws regulating dividends of Prudential Financial’s other insurance subsidiaries domiciled in other states are
similar, but not identical, to New Jersey’s. In addition, the net capital rules to which the broker-dealer subsidiaries
are subject may limit their ability to pay dividends to Prudential Financial. The laws of foreign countries may also
limit the ability of our insurance and other subsidiaries organized in those countries to pay dividends to Prudential
Financial.

The declaration and payment of dividends on the Common Stock depends primarily upon the financial condition,
results of operations, cash requirements, future prospects and other factors relating to the Financial Services
Businesses. Dividends declared and paid on the Common Stock do not depend upon and are not affected by the
financial performance of the Closed Block Business, unless the Closed Block Business is in financial distress.
Dividends declared and paid.on the Common Stock are not affected by decisions with respect to dividend payments
on the Class B Stock except as indicated in the following paragraph. Furthermore, dividends on the Common Stock
are limited to both the amount that is legally available for payment under New Jersey corporate law if the Financial
Services Businesses were treated as a separate corporation thereunder and the amount that is legally available for
payment under New Jersey corporate law on a consolidated basis after taking into account dividends on the Class B
Stock. :

The declaration and payment of dividends on the Class B Stock depends upon the financial performance of the
Closed Block Business and, as the Closed Block matures, the holders of the Class B Stock will receive the surplus
of the Closed Block Business no longer required to support the Closed Block for regulatory purposes. Dividends on
the Class B Stock are payable in an aggregate amount per year at least equal to the lesser of (1) a Target Dividend
Amount of $19.25 million or (2) the CB Distributable Cash Flow for such year, which is a measure of the net cash
flows of the Closed Block Business. Notwithstanding this formula, as with any common stock, Prudential Financial
will retain the flexibility to suspend dividends on the Class B Stock; however, if CB Distributable Cash Flow exists
and Prudential Financial chooses not to pay dividends on the Class B Stock in an aggregate amount at least equal to
the lesser of the CB Distributable Cash Flow or the Target Dividend Amount for that period, then cash dividends
cannot be paid on the Common Stock with respect to such period. .

Stock Conversion Rights of the Class B Stock

Prudential Financial may, at its option, at any time, exchange all outstanding shares of Class B Stock into such
number of shares of Common Stock as have an aggregate average market value equal to 120% of the appraised fair
market value of the outstanding shares of Class B Stock.

Holders of Class B Stock will be permitted to convert their shares of Class B Stock into such number of shares of
Common Stock as have an aggregate average market value equal to 100% of the appraised fair market value of the
outstanding shares of Class B Stock (1) in the holder’s sole discretion, beginning in the year 2016, and (2) at any
time in the event that (a) the Class B Stock will no longer be treated as equity of Prudential Financial for federal
income' tax purposes or (b) the New Jersey Department of Banking and Insurance amends, alters, changes or
modifies the regulation of the Closed Block, the Closed Block Business, the Class B Stock or the THC debt in a
manner that materially adversely affects the CB Distributable Cash Flow; provided, however, that in no event may a
holder of Class B Stock convert shares of Class B Stock to the extent such holder immediately upon such

Prudential Financial 2001 Annual Report 129



Prudential Financial, Inc.

Notes to Consolidated Financial Statements

13. Stockholders’ Equity (continued)

conversion, together with its affiliates, would be the beneficial owner (as defined under the Securities Exchange Act
of 1934) of in excess of 9.9% of the total outstanding voting power of Prudential Financial’s voting securities. In the
event a holder of shares of Class B Stock requests to convert shares pursuant to clause (2)(a) in the preceding
sentence, Prudential Financial may elect, instead of effecting such conversion, to increase the Target Dividend
Amount to $12.6875 per share per annum retroactively from the time of issuance of the Class B Stock.

Statutory Net Income and Surplus

Prudential Financial’s insurance subsidiaries are required to prepare statutory financial statements in accordance
with statutory accounting practices prescribed or permitted by the insurance department of the state of domicile.

Statutory accounting practices primarily differ from GAAP by charging policy acquisition costs to expense as
incurred, establishing future policy benefit liabilities using different actuarial assumptions as well as valuing
investments and certain assets and accounting for deferred taxes on a different basis. Statutory net income (loss) of
Prudential Insurance amounted to $(896) million, $149 million and $333 million for the years ended December 31,

2001, 2000 and 1999, respectively. Statutory surplus of Prudential Insurance amounted to $6,420 rrulhon and $8,640
million at December 31, 2001 and 2000, respectively.

4.  Eamings Per Share

The Company has outstanding two separate classes of common stock. The Common Stock reflects the performance
of the Financial Services Businesses, while the Class B Stock reflects the performance of the Closed Block
Business. Accordingly, earnings per share is calculated separately for each of these two classes of common stock.
Earnings per share amounts are based on the earnings available to common stockholders for the period subsequent
to the date of demutualization.

Net income for the Financial Services Businesses and the Closed Block Business is determined in accordance with
GAAP and includes general and administrative expenses charged to each of the respective businesses based on the
Company’s methodology for the allocation of such expenses. The net income of each business is modified for cash
flows between the Financial Services Businesses and the Closed Block Business related to administrative expenses,
which are determined by a policy servicing fee arrangement that is based upon insurance in force and statutory cash
premiums. To the extent actual administrative expenses vary from these cash flow amounts, the differences will be
recorded, on an after tax basis, as direct equity adjustments to the respective equity balances of each business. The
direct equity adjustments are used to adjust net income to determine the earnings available to each of the classes of
common stockholders for earnings per share purposes. ' ’

The Financial Services Businesses will bear any expenses and liabilities from litigation affecting the Closed Block
policies as well as the consequences of certain adverse tax determinations. In addition, in the year ended December
31, 2001 during the period prior to demutualization, a reserve of $144 million was recorded in the Traditional
Participating Products segment for death and other benefits and related expenses due with respect to policies for
which the Company has not received a death claim but where death has occurred. Upon demutualization, $134
million of this reserve became a liability of the Financial Services Businesses and any subsequent changes in this
reserve will be included in the results of the Financial Services Businesses.

Common Stock

The purchase contracts {see Note 12) are reflected in the diluted earnings per share calculation usmg the treasury
stock method. Under this method, the number of shares of Common Stock used in caiculating earnings per share for
any period are deemed to be increased by the excess, if any, of the number of shares that would be required to be
issued upon settlement of the purchase contracts over the number of shares that could be purchased in the market, at
the average market price during that period, using the proceeds that would be required to be paid upon settiement.
Consequently, the purchase contracts are dilutive to earnings per share when the average market price of the
Common Stock is above $34.10. :
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A reconciliation of the numerators and denominators of the basic and diluted per share computations is as follows:
December 18, 2001 through December 31, 2001

Income Per Share
(In Millions) - Shares Amount

Basic earnings per share
Net income attributable to the Financial Services Businesses available to holders of

CommMON StOCK . o oot e $38 580,047,053 $0.07
Effect of dilutive securities
Stock Options . ... ... e 780,337
Diluted earnings per share ) )
Net income attributable to the Financial Services Businesses available to holders of

Common Stock

e R $38 580,827,390 $0.07

Class B Stock

The income attributable to the Closed Block Business and available to holders of Class B Stock for the period
December 18,2001 through December 31, 2001 amounted to $3 million. The weighted average number of shares of
Class B Stock used in the calculation of basic earnings per share amounted to 2,000,000 shares. Diluted earnings per
share is not presented as there are no potentially dilutive shares associated with the Class B Stock.

15.  Stock Options

The Company’s Board of Directors adopted the Prudential Financial, Inc. Stock Option Plan (the “Plan”).
Nonqualified Stock Options and Incentive Stock Options as well as Stock Appreciation Rights (“SARs”) are eligible
for grant under the plan. Participants can be employees and non-employees (i.e., statutory agents who perform
services for the Company and participating subsidiaries). The Company made one type of grant, the Associates
Grant, in 2001. The Associates Grant is a broad based award, which granted 240 options per full-time participant
and 120 optiens per part-time participant. Each option has an exercise price no less than the fair market value of the
Company’s stock on the date the option is granted. The options have a maximum term of 10 years. Generally, one
third of the option grant vests in each of the first three years; accordingly, options granted in 2001 generally will
become eligible for exercise in years 2002 through 2004. A total of 12,322,009 shares have been authorized for
grant under the Associates Grant. A total of 30,805,024 shares are available for the general grant of Options and
SARs under the Plan. There were no options granted or outstanding relating to the general grant of Options and
SARs at December 31, 2001. .

The Company has elected to apply Accounting Principles Board Opinion No. 25 “Accounting for Stock Issued to
Employees” and related interpretations in accounting for its employee stock options. If the Company had elected to
account for -its stock options under the fair value method of SFAS No. 123 “Accounting for Stock Based
Compensation,” the Company’s net income and earnings per common share would have been reduced to the pro-
forma amounts indicated below:

Employee Stock Option Grants

2001
(In Millions) -
(Except Per Share Data)
Financial Closed
Services Block
Businesses Business
Net Income : -
Asteported ...l P S P $ 38 $ 3
Proforma ., . ... ... ... ., S N 37 3
Basic EPS '
Asreported ............ e T PP $0.07 $1.50
Proforma............. P e P 0.06 1.50
Diluted EPS = e o
Asveported .......... e Ll e P $0.07 - 81.50
Proforma............. e S, e e e ) 0.06 1.50
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The compensation expense recognized for stock based employee compensation awards was zero for the period
December 18, 2001 through December 31, 2001,

The fair value of each option is estimated on the date of grant using a Black-Scholes option-pricing model with the
following weighted average assumptions used for grants in 2001:

2001
Dividend yield . ... ... e e e s 1%
Expected VOIatiIty . ... ... e e e 37%
Risk-free iNIErest TAIE . . . c. ... ettt et e e e e e e e e e e 4.05%
Expected life 0f SE0CK OptON . . ... i e e e 4 years

The dividend yield reflects the assumption that the current dividend payout will continue with no anticipated
increases.

A summary of the status of the Company’s employee stock option grants at December 31, and changes during the
year ended is presented below: '

2001

Weighted

Average

Exercise
(Shares in thousands) Shares Price
Outstanding at the beginning of the year .................ooooi.. F — $—
Granted ... ... S 11,364,120 27.53
Exercised ................... e e P T — —
Forfeited ...... ... .. . . e BT (116,400) 27.50
B PIIed L e e — —_
Transfer to NON-eMPlOYEE SEAtUS . . . . .ottt e e e e e (41,760} 27.50
Outstanding at the end of the year .. ................... e 11,205,960 $27.53
Options exercisable at the end of the year . . ........... D 15,000 $27.50

Employee options granted and their related grant date weighted average fair value is isolated in further detail in the
schedule below:

2001

Weighted  Weighted
Average Average
) ‘ Grant Date  Exercise
(Shares in thousands) Shares Fair Value Price

Exercise equals market . ... ... ... e 11,364,120 $8.78 $27.53
EXercise eXCeeds MMATKEL . ..o\ v ittt ettt et e e e et e et — — —
Exercise less than market . . ... .. i — — —

Total granted QUANE the YEAT . .. .. .. v\ e 11,364,120 $8.78 $27.53

There were no significant modifications to employee options outstanding for the year presented.

The following table summarizes information about the employee stock options outstanding at December 31, 2001:

Options Outstanding Options Exercisable
Weighted
Average Weighted Weighted
Remaining  Average Average
Number Contractual  Exercise Number Exercise
(Shares in thousands) Outstanding Life Price Exercisable Price
Range of exercise prices ($27.50 — $29.81) ......... ... ..oiaL 11,205,960 9.94 $27.53 15,000 $27.50
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Non-employee Stock Option Grants ' .

The Company applies SFAS No. 123.“Accounting for Stock Based Compensatlon in accordance with Emergmg
Issues Task Force Issue No. 96-18 “Accounting for Equity Instruments That Are Issued to Other Than Employees”
and related 1nterpretat10ns in accounting for its non- employee stock optlons

The compensation expense recognized for stock based non-employee compensation awards was $270 thousand for
the period December 18, 2001 through December 31, 2001.

The fair value of each option is estimated on the balance sheet date for non-vested options and on the Ves'ting date
for vested options using a Black-Scholes option-pricing model with the followmg weighted average assumptions
used for grants in 2001:

‘ ) ’ 2001
Dividend yield . ... ... e s [P e 1%
Expected voIatllity . . .. ..o e s 37%
RiSK-fTee INLErest FAlE . . . . oottt e e e e e - 407%
Expected life of StOCK ODHOM . . . .. e e 3.95 years

The dividend yield reflects the assumption that the current dividend payout will continue with no anticipated
increases.

A summary of the status of the Company’s non-employee stock option grants at December 31 and changes during
the year ended is presented below:

2001

Weighted

Average

Exercise
(Shares in thousands) Shares Price
Outstanding at the beginning of the year . ........ ... . . . — $ —
Granted .. ... 713,760 27.50
EXerCIsed . . . e — —
Forfeited .. e (1,920) 27.50
EXPITEa ... e — —
Transferred from emplOYee SEALUS . . ... .. ittt e 41,760 27.50
Qutstanding attheend of the year . ... ... .. i i 813,600 $27.50
Options exercisable attheend of the year . .. .. ... . i 1,200 $27.50
Weighted average balance sheetdate fairvalue ......... .. . .. . $12.77

There were no significant modifications to non-employee options outstanding for the year.

The following table summarizes information about the non-employee stock options outstanding at December 31,
2001:

Options Qutstanding Options Exercisable
Weighted
Average Weighted Weighted
Remaining  Average Average
Number Contractual  Exercise Number Exercise
(Shares in thousands) Outstanding Life Price Exercisable Price
Exercise price (327.50) .. ... ... 813,600 9.94 $27.50 1,200 $27.50
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Pension and Other Postretirement Plans

The Company has funded non-contributory defined benefit pension plans which cover substantially all of its
employees. The Company also has several non-funded non-contributory defined benefit plans covering certain
executives. For some employees, benefits are based on final average earnings and length of service, while other
employees are based on an account balance that takes into consideration age, service and salary during their career.
The Company’s funding policy is to contribute annually an amount necessary to satisfy the Internal Revenue Code
contribution guidelines.

The Company provides certain life insurance and health care benefits (“other postretirement benefits”) for its retired
employees, their beneficiaries and covered dependents. The health care plan is contributory; the life insurance plan
is non-contributory. ' '

Substantially all of the Company’s employees may become eligible to receive other postretirement benefits if they
retire after age 55 with at least 10 years of service or under certain circumstances after age 50 with at least 20 years

of continuous service. These benefits are funded as considered necessary by Company management.

The Company has elected to amortize its transition obligation for other postretirement benefits over 20 years.
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Prepaid and accrued benefits costs are included in “Other assets” and “‘Other liabilities,” respectively, in the
Company’s Consolidated Statements of Financial Position. The status of these plans as of September 30, adjusted
for fourth-quarter activity, is summarized below: :

Other
' Postretirement
Pension Benefits Benefits
2001 2000 2001 2600
(In Millions)

Change in benefit obligation - - - - -
Benefit obligation at the beginning of period ... .............. PR e e $(5.461) $(5,430) ' $(1,996) $(1,941)
Servicecost . ............ e e e e e e e - (167) (140) (18) 29)
Interestcost ......... ... . i [ 431) 427) (150) (151)
Plan participants’ CONIIBULONS ... ...ttt et et e — — “(8) (@]
AMENdIMENES . . . o et e e 6 112 — 221
Acquisitions ....... e e e (765) — — —
Variable annuity purchase ............ ... .. .o oL e A 232 — — —
Actuarial gains (losses) ... ........ I e P, e e (510) 34 an (262)
Contractual termination benefits ................... SRR e T e ) (1) . an — —
Benefits paid . ... ... e e S 462 407 152 172
Foreign currency changes . ............ e e 28 — 1 1
Benefit obligation atend of period . . ... ... . $(6,607) $(5,461) $(2,096) $(1,996)
Change in plan assets ]
Fair value of plan'assets at beginning of period . ........... e v Vooo.. 810356 3 9468 31,560 1,548
Actualretunon planassets ................. .. ... o PN S0 (L1114 1,270 (82) 170
Variable annuity purchase ............ e e . (232) — — —
Employer contributions . .. ....... . o 81 25 9 7
Plan participants’ contributions ............... P e e — — 8 7
Benefitspaid . ............ P P (462) (407) (152) (172)
Fair value of plan assets atend of period ... ... .. ... . e $ 8,629 $10356 $ 1,343 $ 1,560
Funded status » .
Funded status atend of period . ... 0. 0 . e $2022 $4895 $ (753) § (436)
Unrecognized transition (asset) liability . .. ... ... (236) (342) 188 207
Unrecognized Prior SEIVICE COSIS . .« v v vttt vt ettt et e ettt e et e e e e 46 65 2 1
Unrecognized actuarial Net @ain . ......... . i s (370)  (2,956) (188) (498)
Effects of fourth quarter activity . ......... .. . . e 7 9 1 2
Net amount TECOEMZE . . . ... oot ettt et et ettt e e e e $ 1469 $ 1671 $ (750) $ (724)
Amounts recognized in the Statements of Financial Position
Prepaid benefit COSt ... .. ... e $2570 $2022 3 — § —
Accrued benefit liability . . o ... ... ... a,177n (382) (750) (724)
Intangible asset . ........ S PN [, J 6 7 — —
Accumulated other COMPreRensSIVE INCOME . ..o v\ttt e v e ettt e et e s 70 24 — —
Net amount TECOZMIZEA . . ..+ o ottt e $ 1,469 $ 1,671 $ (750) $ (724)

The projected benefit obligations, accumulated benefit obligations and fair value of plan assets for the pension plans
with accumulated benefit obligations in excess of plan assets were $1,217 million, $1,080 million and $1 million,
respectively, at September 30, 2001 and $464 million, $384 million and $1 million, respectively, at September 30,
2000.

Pension plan assets consist primarily of equity securities, bonds, real estate and short-term investments, of which
$6,867 million and $7,381 million are included in Separate Account assets and liabilities at September 30, 2001 and
2000, respectively.

In 2001, the pension plan purchased a variable annuity contract for $232 million from Prudential Insurance. The
approximate future annual benefit payment for the variable annuity contract was $14 million.
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The benefit obligation for pensions decreased by $6 million in the year 2001 for miscellaneous changes related to
the cash balance formula. The benefit obligation for pensions decreased by a net $112 million in the year 2000 for
the effect of a Cost of Living Adjustment (“COLA”) and the introduction of the cash balance formula of ($134)
million and $246 million, respectively. The COLA was effective as of July 1, 2000 and increased benefits, subject to
a maximum, to retirees based upon their year of retirement. The introduction of the cash balance formula was a
feature of the substantive plan as of the measurement date and is effective January 1, 2001 for new employees and
January 1, 2002 for existing employees.

Other postretirement benefit plan assets consist of group and individual life insurance policies, common stocks,
corporate debt securities, U.S. government securities, short-term investments and tax-exempt municipal debt. Plan
assets include $395 million and $463 million of Company insurance policies at September 30, 2001 and 2000,
respectively.

The benefit obligation for other postretirement benefits was not affected by amendments in 2001. The benefit
obligation for other postretirement benefits decreased by $221 miillion in the year 2000 for changes in the
substantive plan made to medical, dental and life benefits for individuals retiring on or after January 1, 2001. The
significant cost reduction features relate to the medical and life benefits. The Company adopted a cap that limits its
long-term cost commitment to retiree medical coverage. The cap is defined as two times the estimated company
contribution toward the cost of coverage per retiree in 2000. The new life insurance plan provides a reduced benefit
of $10,000 of life insurance to retirees.

The pension benefits were amended during the time period presented to provide contractual termination benefits to
certain plan participants whose employment had been terminated. Costs related to these amendments are reflected in
contractual termination benefits in the table below.

Net periodic (benefit) cost included in “General and administrative expenses” in the Company’s Consolidated
Statements of Operations for the years ended December 31, includes the following components:

Other Postretirement

Pension Benefits Benefits
2001 2000 1999 2001 2000 1999
(In Millions)

Components of net periodic (benefit) cost
CTVICE COSE .« v\ttt et ettt e $167 $140 $193 $ 18 $ 29 § 39
ISt COSt . it e e 431 427 410 150 150 141
Expected return on plan assets ... ... ..o (880) (799 (724) (134) (133) (121
Amortization of transition amount . ........... ittt (106) (106) (106) 17 36 47
Amortization of prior SEIVICE COSE ... ... ...uuu ittt i, 12 47 45 — — —
Amortization of actuarial net (gain) loss . ... ... . (85) 7 4 (16) 24) (10
Special termination benefits—discontinued operations ................ ... . 0. — — 51 — — 2
Curtailment (gain) loss—discontinued operations ............. . . ... —_— —_— (122) —_ — 108
Contractual termination benefits . .. .. ... ..ottt e 4 6 48 — — —

SUBLOLAL .o e 457) (362) (201) 35 58 206
Less amounts included in discontinued operations .. ............. ... ..o — — 84 — — (130)
Net periodic (Benefit) COSt. . . .. vu ittt et e $(457) $(362) $(117) $ 35 $ 58 $ 76
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The assumptions at September 30, used by the Company to calculate the benefit obligations as of that date and to
determine the benefit cost in the subsequent year are as follows:

Pension Benefits Other Postretirement Benefits
2001 2000 1999 2001 2000 1999

Weighted-average assumptions
Discount rate (beginning of period) ..................... ... ... 775% 7.75% 6.50% 7.75% 7.75% 6.50%
Discountrate (end of period) . ........ .. ... il 725% 7.75% 1.75% 7.25% 7.75% 7.75%
Rate of increase in compensation levels (beginning of period) . ... ... 450% 450% 4.50% 4.50% 4.50% 4.50%
Rate of increase in compensation levels (end of period) ............ 450% 4.50% 4.50% 4.50% 4.50% 4.50%
Expected returnonplanassets . ............. ..., 9.50% 9.50% 9.50% 9.00% 9.00% 9.00%
Health care cost trend rates .............. ... .coitiivinnean.. — — — 6.76-8.76% 7.10-9.50% 7.50-10.30%
Ultimate health care cost trend rate after

gradual decrease until 2006 .. ...... ... ... ..o oL — — — 5.00% 5.00% 5.00%

Assumed health care cost trend rates have a significant effect on the amounts reported for the health care plan. A
one-percentage point increase and decrease in assumed health care cost trend rates would have the following effects:

Other
Postretirement Benefits
2001
(In Millions)
One percentage point increase
Increase in total service and INELESE COSES . . ... ..\ttt ittt ettt et e $ 10
Increase in postretirement benefit obligation . . ....... ... . 128
One percentage point decrease
Decrease in total service and IEIESE COSIS .. ...ttt ittt ittt ettt e e et $ 8
Decrease in postretirement benefitobligation . ........ . ... . L 110

Postemployment Benefits

The Company accrues postemployment benefits primarily for life and health benefits provided to former or inactive
employees who are not retirees. The net accumulated liability for these benefits at December 31, 2001 and 2000 was
$189 million and $152 million, respectively, and is included in *“Other liabilities.”

Other Employee Benefits

The Company sponsors voluntary savings plans for employees (401(k) plans). The plans provide for salary
reduction contributions by employees and matching contributions by the Company of up to 4%, 3% and 3% of
annual salary for 2001, 2000 and 1999, respectively. The matching contributions by the Company included in
“General and administrative expenses” are as follows:

401(k) Company Match
2001 2000 1999

) . (In Millions)
Company IatCh . .. ..o e $72 $62 $60
Less amount included in discontinued operations .............oviiiii i — — 8)
401(k) Company match included in general and administrative eXpenses ...................oiiiiviiina.n $72 $62 $52

Prudential Financial 2001 Annual Report 137



Prudential Financial, Inc.

Notes to Consolidated Financial Statements

17. Income Taxes

The components of income tax expense (benefit) for the years ended December 31, were as follows:

Current tax expense (benefit)
U S
Stateand local .. ... .. .. .
Foreign . ... o

Total . o e
Deferred tax expense (benefit)
U e e

2001 2000 1999

(In Millions)

$(1,030) $362 $ 614
60 31 84
43 41 (8)

927) 434 690

773 (86) 206
74 @3N 44
171 95 102

870 _@) 352
$ D $_4(§ $1,042

|

The Company’s actual income tax expense (benefit) for the years ended December 31, differs from the expected
amount computed by applying the statutory federal income tax rate of 35% to income from continuing operations

before income taxes for the following reasons:

Expected federal income tax expense
Non-deductible €Xpenses ... ..........uuuritrinniineinnenan
Equitytax .. ...
Non-taxable investment income
State and local income taxes
Other ...

Total income tax expense (benefit)

2001 2000 1999

(In Millions)
$ (79 $254 $ 789
228 61 33

(200) 100 190
83 @2 (%)
© @ 83

Deferred tax assets and liabilities at December 31, resulted from the items listed in the following table:

Deferred tax assets

INSUTANICE TESEIVES . o\ vvv v v ettt e et e e eaee
Net operating loss carryforwards
Policyholder dividends
Litigation related reserves
IAVESHTIENES .« vttt ee e ee e e et e et et e e e aee e ieenenn
Other ...

Deferred tax assets before valuation allowance
Valuation allowance ............c.iiiriiiiininneiaana,

Deferred tax assets after valuation allowance

Deferred tax liabilities

Deferred policy acquisition costs
Net unrealized investment gains (losses)
Depreciation. .. ..ot
Employeebenefits ............... .. ... . .. .o oo

Deferred tax liabilities

Netdeferred tax liability ........... ... ... ... ... il
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86 37 25
$ (57) $406 $1,042
2001 2000

(In Millions)

$ 894 $1,371

366 353
210 297
88 32
34 (129)
120 137
1,712 2,061
an (38)

890 273
159 7
90 16
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Management believes that based on its historical pattern of taxable income, the Company will produce sufficient
income in the future to realize its deferred tax asset after valuation allowance. A valuation allowance has been
recorded primarily related to tax benefits associated with foreign operations and state and local deferred tax assets.
Adjustments to the valuation allowance will be made if there is a change in management’s assessment of the amount
of the deferred tax asset that is realizable. At December 31, 2001 and 2000, respectively, the Company had federal
net operating loss carryforwards of $109 million and $848 million, which expire between 2009 and 2018. At
December 31, 2001 and 2000, respectively, the Company had state operating loss carryforwards for tax purposes
approximating $2,647 million and $509 million, which expire between 2005 and 2021. At December 31, 2001 and
2000, respectively, the Company had foreign operating loss ca.rryforwards for tax purposes approximating $597
million and $86 million, which explre between 2003 and 2006.

Deferred taxes are not prov1ded on the undistributed earnings of forelgn subs1d1ar1es (considered to be permanent
investments), which at December 31, 2001 were $1,749 million. Determining the tax liability that would arise if
these eamlngs were rem1tted is not practlcable

The Internal Revenue Serv1ce (the “Serv1ce ") has completed all examinations of the consolidated federal income tax
returns through 1992. The Service has examined the years 1993 through 1995. Discussions are being held with the
Service with respect to proposed adjustments. Management, however, believes there are adequate defenses against,
or sufficient reserves to provide for such adjustments. The Service has completed its examination of 1996 and has
begun its examination of 1997 through 2000.

18. Fair Value of Financial instruments

The estimated fair values presented below have been determined by using available market information and by
applying valuation methodologies. Considerable judgment is. applied in interpreting data to develop the estimates of
fair value. Estimated fair ‘values may not be realized in a current market exchange. The use of different market
assumptions and/or estimation methodologies could have a material effect on the estimated fair values. The methods
and assumptions discussed below were used in calculating the estimated fair values of the instruments. See Note 19
for a discussion of derivative instruments.

Fixed Maturities and Equity Secuntles o

Estimated fair values for fixed maturities and equity securities, other than private placement securities, are based on
quoted market prices or estimates from independent pricing services. Generally, fair values for private placement
fixed maturities are estimated using a discounted cash flow model which considers the current market spreads
between the U.S. Treasury yield curve and corporate bond yield curve, adjusted for the type of issue, its current
credit’ quahty and its remaining average life. The fair value of certain non-performing private placement fixed
maturities is based on amounts estimated by management.

Commercial Loans

The estimated fair value of commercial loans is primarily based upon the present value of the expected future cash
flows discounted at the appropriate U.S. Treasury rate or Japanese Government Bond rate for yen based loans,
adjusted for the current market spread for similar quality loans.

Policy Loans" '
The estimated fair value of pollcy loans is calculated using a dlscounted cash flow model based upon current U.S.
Treasury rates and historical loan repayment patterns.

Mortgage Securitization Inventory

The estimated fair value of the mortgage securitization inventory is primarily based upon the intended exit strategy
for the mortgage loans, including securitization and whole loan sales. For loans expected to be securitized, the value
is estimated using a pricing model that, among other factors, considers current investor yield requirements for
subordination and yield.
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Investment Contracts 4

For guaranteed investment contracts income annuities, and other similar. contracts without hfe contingencies,
estimated fair values are derived using discounted projected cash flows based on interest rates being offered for
similar contracts with maturities- consistent with those of the contracts being "valued. For md1v1dual deferred
annuities and other deposit liabilities, fair value approx1mates carrymg value. - ‘

Debt
The estimated fair value of short term and long -term debt is derived by using dlscount rates based on the borrowmg
rates currently available to the Company for debt with 81m11ar terms and rcmammg maturities.

The following table discloses the carrymg amounts and estlmated fair values of the Company’s financial
instruments at December 31, . ‘

2001 2000

Carrying Estimated Carrying Estimated
Amount  Fair Value Amount Fair Value

] . (In Millions)
FINANCIAL ASSETS
Other than trading
Fixed maturities ; .
Available for sale ... ... ... e TU$109,942  $109,942  $83,827 $83,827
Held tomatirify . ... ..ottt e 374 395 12,448 12,615
Equity SECUITHEs ... ..ot s 2,272 2,272 2,317 2,317
Commercial Loans . .. ..ot e e e e 19,729 20,106 15,919 15,308
POLICY J0ADBS . . ottt e e e e 8,570 9,562 8,046 8,659
Short-term inVestments .. ..... .. ....c.vneeenon.. R 4,855 4,855 5,029 5,029
Mortgage SeCUritization inVENtOry . .. ........0......oviivetivereneanaanion. . 1,180 1,188.. 1,420 1,448
Cash and cash equivalents ............ Y e PP . 18,536 18,536 7,676 7,676,
Restricted cash and securities ... ... .. e P e ... .- 1930 . 1,930 . 2,196 2,196
Separate aCCOUNT ASSELS + . v+ vov it et era et e treeeee 77,158 77,158 82,217 82,217
Trading o o
Trading ACCOUNT ASSES . . . . v« t v vt ettt e ettt e et e et e e e e anane s $ 5,043 $ 5,043 $ 7217 $ 7,217
Broker-dealer related receivables . ... ... .. ... . 7,802 7,802 - 11,860 11,860
Securities purchased under agreements toresell ........... e e 4,421 4,421 5,395 5,395
Cash collateral for borrowed securities .."........... e e 5210 5210 3,858 3,858
FINANCIAL LIABILITIES '
Other than trading . . . . . -
Investment contracts .......... e e PR e e $ 35,379 $ 35911 . $25,033 - $25,359
Securities sold under agreements to repurchase . ............ .t n .. 6,088 6,088 7,162 . 1,162
Cash collateral for loaned securities .. .....covev i i i e, 4,813 4,813 " 4,762 4,762
Short-term and long-termdebt . ... ... ... 10,709 10,881 13,633 13,800
Securities sold butnot yetpurchased ........... . ... i 19 19 -1157 - - 187
Separate account liabilities . .................... L e e 77,158 77,158 © 82,217 82,217
Trading o : ) e - ; R ‘ .
Broker-dealer related payables . ... U $ 6445 § 6445 $ 5,965 $ 5,965
Securities sold under agreements torepurchase ........... ... ... .. oo 6,297 6,297 7,848 7,848
Cash collateral for 1oaned SECUMILIES . . .o\ i v vttt ettt e e 4,614 4,614 6,291 6,291

Securities sold but not yet purchased .. ... P, N P e ) 2,772 . 2972 4,802 -, 4,802
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19. Derivative Instruments

Adoption of Statement of Financial Accounting Standards (“SFAS”) No. 133

The Company adopted SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities,” as
amended; on January 1,.2001. Except as noted below, the adoption of this statement did not have a material impact
on the results of operations of the Company. :

Upon its adoption of SFAS No. 133, the Company reclassified “held to maturity” securities with a fair market value
of approximately $12,085 million to “available-for-sale” as permitted by the new standard. This reclassification
resulted in unrealized investment gains of $94 million, net of tax, which were recorded as a component of
“Accumulated other comprehensive income (loss).”

Accounting for Derivatives and Hedging Activities

Derivatives are financial instruments whose values are derived from interest rates, foreign exchange rates, financial
indices, or the value of securities or commodities. Derivative financial instruments used by the Company include
swaps, futures, forwards and optlon ‘contracts and may be exchange- traded or contracted in the over-the-counter
market

Derivatives held for trading purposes are used in the Company’s securities operations to meet the needs of
customers by structuring transactions that allow customers to manage their exposure to interest rates, foreign
exchange rates, indices or prices of securities and commodities. Trading derivatives are also utilized in a limited-
purpose subsidiary primarily through the operation of hedge portfolios and in the Company’s commercial mortgage
securitization business. Trading derivative positions are carried at estimated fair value, generally by obtaining
quoted market prices or.through the use of pricing models. Values are affected by changes in interest rates, currency
exchange rates, credit spreads, market volatility and liquidity. .

Derivatives held for trading purposes are recorded at fair value in the Consolidated Statements of Financial Position
either as assets, within “Trading account assets” or “Broker-dealer related receivables,” or as liabilities within
“Broker-dealer related payables” or “Other liabilities.” Realized and unrealized changes in fair value are included in
“Commissions and other income” in the Consolidated Statements of Operations in the periods in which the changes
occur. Cash flows from trading derivatives are reported in the operating activities section of the Consolidated
Statements of Cash Flows.

Derivatives held for purposes other than trading are used to seek to reduce exposure to interest rate and foreign
currency risks associated with assets held or expectéd to be purchased or sold, and liabilities incurred or expected to
be incurred. Other than trading derivatives are also used to manage the characteristics of the Company’s asset/
liability mix, manage the interest rate characteristics of invested assets and to mitigate the risk of a diminution, upon
translat10n to U.S. dollars, of expected non-U. S. earmngs resultmg from unfavorable changes in currency exchange
rates.

Den’vati.ves held for purposes other than trading are recognized on the Consolidated Statements of Financial
Position at their fair value. On the date the derivative contract is entered into, the Company designates the derivative
as either (1) a hedge of the fair value of a recognized asset or liability or unrecognized firm commitment (“fair
value” hedge), (2) a hedge: of a forecasted transaction or of the variability of cash flows to be received or paid
related to a recognized asset or liability (““cash flow” hedge), (3) a foreign-currency fair value or cash flow hedge
{“foreign currency’ hedge), (4) a hedge of a net investment in a foreign operation, or (5) a derivative entered into as
an economic hedge that does not quahfy for hedge accountmg

To qualify for hedge accounting treatment, a derivative must be hlghly effectlve in mrtrgatmg the designated risk of
the hedged item. Effectiveness of the hedge is formally assessed at inception and throughout the life of the hedging
relationship. Even if a derivative qualifies for special hedge accounting treatment, there may be an element of
ineffectiveness of the hedge. Under such circumstances, the ineffective portion of adjusting the derivative to fair
value is recorded in “Realized investment gains (losses), net.” The ineffective portion of derivatives accounted for
using both cash flow and fair value hedge accountmg for the perlod ended December 31, 2001 was not material to
the results of | operatlons of the Company

The Company discontinues hedge accounting prospectively when (1) it is determined that the derivative is no longer
highly effective in offsetting changes in the fair value or cash flows of a hedged item (including firm commitments
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or forecasted transactions); (2) the derivative expires or is sold, terminated, or exercised; (3) the derivative is no
longer designated as a hedge instrument, because (a) it is unlikely that a forecasted transaction will occur; (b)
because a hedged firm commitment no longer meets the definition of a firm commitment; or (c) management
determines that designation of the derivative as a hedge instrument is no longer appropriate.

When hedge accounting is discontinued because it is determined that the derivative no longer qualifies as a highly
effective fair value hedge, the derivative will continue to be carried on the balance sheet at its fair value, and the
hedged asset or liability, which normally would not be carried at fair value, will no longer be adjusted for changes in
fair value. When hedge accounting is discontinued because the hedged item no longer meets the definition of a firm
commitment, the derivative will continue to be carried on the balance sheet at its fair value, and any asset or liability
that was recorded pursuant to recognition of the firm commitment will be removed from the balance sheet and
recognized as a gain or loss in current-period earnings. When hedge accounting is discontinued because it is
probable that a forecasted transaction will not occur, the derivative will continue to be carried on the balance sheet
at its fair value, and gains and losses that were accumulated in other comprehensive income will be recognized
immediately in earnings. In all other situations in which hedge accounting is discontinued, the derivative will be
carried at its fair value on the balance sheet, with changes in its fair value recognized in current-period earnings. For
the year ended December 31, 2001, there were no reclassifications to earnings due to firm commitments no longer
deemed probable or due to forecasted transactions that had not occurred by the end of the originally specified time
period.

The Company formally documents all relationships between hedging instruments and hedged items, as well as its
risk-management objective and strategy for undertaking various hedge transactions. This process includes linking
all derivatives designated as fair value, cash flow, or foreign currency hedges to specific assets and liabilities on the
balance sheet or to specific firm commitments or forecasted transactions.

When a derivative is designated as a fair value hedge and is determined to be highly effective, changes in its fair
value, along with changes in the fair value of the hedged asset or liability (including losses or gains on firm
commitments), are reported on a net basis in the income statement line item associated with the hedged item. Under
certain circumstances, the change in fair value of an unhedged item is either not recorded or recorded instead in
“Accumulated other comprehenswe income (loss).” When such items are hedged and the hedge quahﬁes as a fair
value hedge, the change in fair value of the hedged item and the derivative are reported on a net basis in “Realized
investment gains (losses), net.”

When a derivative is designated as a cash flow hedge and is determined to be highly effective, changes in its fair
value are recorded in “Accumulated other comprehensive income (loss)” until earnings are affected by the
variability of cash flows (e.g., when periodic settlements on a variable-rate asset or liability are recorded in
earnings). At that time, the related portion of deferred gains or losses are reclasmﬁed to the income statement
classification of the hedged item. :

Presented below is a roll forward of current period cash flow hedges in “Accumulated other comprehensive income
(loss)” before taxes .

(In Millions)
Additions due to cumulative effect of change in accounting principle upon adoption of SFAS No. 133 at January 1, 2001 ....... $ 8
Net deferred losses on cash flow hedges from January 1 to December 31,2001 ................... e S )
Amount reclassified into current periodearnings . . ... ... o oo e e (18)
Balance, December 31, 2001 ... ... i e e e e $(16)

It is anticipated that a pre-tax gain of approximately $26 million will be reclassified from “Accumulated other
comprehensive income (loss)” to earnings during the year ended December 31, 2002 and offset by equal amounts
pertaining to the hedged items. The maximum length for which variable cash flows are hedged is 16 years. Income
amounts deferred in “Accumulated other comprehensive income (loss)” as a result of cash flow hedges are included
in “Net unrealized investment gains (losses)” in the Consolidated Statements of Stockholders’ Equity.
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When a derivative is designated as a foreign currency hedge and is determined to be effective, changes in its fair
value are recorded in either current period earnings or “Accumulated other comprehensive income (loss),”
depending on whether the hedge transaction is a fair value hedge (e.g., a hedge of a firm commitment that is to be
settled in a foreign currency) or a cash flow hedge (e.g., a foreign currency denominated forecasted transaction). If,
however, a derivative is used as a hedge of a net investment in a foreign operation, its changes in fair value, to the
extent effective as a hedge, are recorded in the cumulative translation adjustments account within “Accumulated
other comprehensive income (loss).” Those amounts, before applicable taxes, were gains of $77 million in 2001,
$88 million in 2000 and a loss of $47 million in 1999.

If a derivative does not qualify for hedge accounting as described above, it is recorded at fair value in “Other long-
term investments” or “Other liabilities” in the Consolidated Statements of Financial Position, and changes in its fair
value are included in current earnings without considering changes in fair value of the hedged assets or liabilities.
See “Types of Derivative Instruments™ for further discussion of the classification of derivative activity in current
earnings. Cash flows from other than trading derivatives are reported in the investing activities section in the
Consolidated Statements of Cash Flows.

The Company occasionally purchases a financial instrument that contains a derivative instrument that is
“embedded” in the financial instrument. Upon purchasing the instrument, the Company assesses whether the
economic characteristics of the embedded derivative are clearly and closely related to the economic characteristics
of the remaining component of the financial instrument (i.e., the host contract) and whether a separate instrument
with the same terms as the embedded instrument would meet the definition of a derivative instrument. When it is
determined that (1) the embedded derivative possesses economic characteristics that are not clearly and closely
related to the economic characteristics of the host contract, and (2) a separate instrument with the same terms would
qualify as a derivative instrument, the embedded derivative is separated from the host contract, carried at fair value,
and changes in its fair value are included in “Realized investment gains (losses), net.”

Types of Derivative Instruments

Interest rate swaps are used by the Company to manage interest rate exposures arising from mismatches between
assets and liabilities (including duration mismatches) and to hedge against changes in the value of assets it
anticipates acquiring and other anticipated transactions and commitments. Under interest rate swaps, the Company
agrees with other parties to exchange, at specified intervals, the difference between fixed-rate and floating-rate
interest amounts calculated by reference to an agreed notional principal amount. Generally, no cash is exchanged at
the outset of the contract and no principal payments are made by either party. Cash is paid or received based on the
terms of the swap. These transactions are entered into pursuant to master agreements that provide for a single net
payment to be made by one counterparty at each due date. The fair value of swap agreements is estimated based on
proprietary pricing models or market quotes.

As discussed above, if an interest rate swap does not qualify for hedge accounting, changes in its fair value are
included in “Realized investment gains (losses), net” without considering changes in fair value of the hedged assets
or liabilities. During the period that interest rate swaps are outstanding, net receipts or payments are included in
“Net investment income.” Net interest receipts (payments) were $(29) million in 2001, $11 million in 2000 and $(4)
million in 1999.

Exchange-traded futures and options are used by the Company to reduce market risks from changes in interest rates,
to alter mismatches between the duration of assets in a portfolio and the duration of liabilities supported by those
assets, and to hedge against changes in the value of securities it owns or anticipates acquiring or selling. In
exchange-traded futures transactions, the Company agrees to purchase or sell a specified number of contracts, the
value of which are determined by the value of designated classes of Treasury securities, and to post variation margin
on a daily basis in an amount equal to the difference in the daily market values of those contracts. The Company
enters into exchange-traded futures and options with regulated futures commissions merchants who are members of
a trading exchange. The fair value of those futures and options is based on market quotes.

Treasury futures typically are used to hedge duration mismatches between assets and liabilities by replicating
Treasury performance. Treasury futures move substantially in value as interest rates change and can be used to
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19. Derivative instruments (continued)

either maodify or hedge existing interest rate risk. This strategy protects against the risk that cash flow requirements
may necessitate liquidation of investments at unfavorable prices resulting from -increases in interest rates. This
strategy can be a more cost effective way. of temporarily reducing the Company’s exposure to a market decline than
selling fixed-income securities and purchasing a similar portfolio when such a decline is believed to be over.

When the Company anticipates a significant decline in the stock market that will correspondingly affect its
diversified portfolio, it may purchase put index options where the basket of securities in the index is appropriate to
provide a hedge against a decrease in the value of the Company’s equity portfolio or a portion thereof. This strategy
effects an orderly sale of hedged securities. When the Company has large cash flows which it has allocated for
investment-in equity securities, it may purchase call index options as a temporary hedge against an increase in the
price of the securities it intends to purchase. This hedge is intended to permit suc